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The Revenue Act of 1937— 


Some Interpretative Problems 


A review of some 
of the administra- 
tive “headaches” 


left in the wake of 
the new Revenue 


Act 


By 
J. S. SEIDMAN* 





ONGRESS voted the Revenue Act of 1937, and 
(- soon thereafter, cleared out. In the wake, 

however, it has left many interpretative head- 
aches for the administrative department. The pur- 
pose here is to review briefly some of these 
morning-after-the-night-before problems and possi- 
eh discern through the discussion, some directional 
eams, 


Classification of Deductions 


ONTROVERSY is fomented on a brand new 

battle front by reason of provisions that now 
make it necessary to determine the precise generat- 
ing source of a deduction. It will no longer suffice 
to posit an item in the general field of deductibility. 
Its particular sector will have to be located. Con- 
sider, for example, the workings of sec. 353(h).** 
It predicates personal holding company status in 
certain respects (as to mineral, oil, and gas royalty 
income) on the relation of the deductions under sec. 
23(a) (expenses) to the amount of gross income. 
Then there is sec. 356(b) and its limitation of deduc- 
tions under sec. 23(a) and sec. 23(1) (depreciation) 
applicable to rented property, to the income from 


Certified Public Accountant; attorney at law; member, Committee 
on Federal Taxation, American Institute of Accountants; director, New 
York Chapter, National Association of Cost Accountants. 

** The sectional references throughout are to the Revenue Act of 
1936 as amended by the Revenue Act of 1937. 





the property. Again sec. 24(c) disallows, under 
certain circumstances, accruals under sec. 23(a) and 
under sec. 23(b) (interest). 

The ubiquity of sec. 23(a) in the illustrative ma- 
terial makes it a convenient pivot of reference around 
which to swing our inquiring fulcrum. Just what 
is the scope of sec. 23(a)? Are its tentacles of suffi- 
cient sweep in the generic reference to “ordinary 
and necessary expenses” to embrace items separately 
classified as deductions, such as interest, taxes, de- 
preciation, depletion, etc., or is sec. 23(a) to be con- 
strued as being exclusive of those other specifically 
mentioned categories? In other words, if interest, 
taxes, etc., had not been affirmatively put in the statu- 
tory spotlight, would they have inferentially basked 
there anyhow to the extent that they qualify under 
the genus of ordinary and necessary expenses? 

Inklings of the answer may perhaps be derived 
from earlier encounters between bad debts and 
losses, or corporate charitable contributions and 
ordinary and necessary expenses, with the emergent 
principle that the items in the list of deductions are 
not mutually exclusive, but may provide overlapping 
shelter. In any event, the answer to problems now 
raised may make a whale of a tax difference, and 
the irony of it is that from a fiscal standpoint, the 
advantage to opening the door wide for sec. 23(a), 
or keeping it within narrow confines, see-saws be- 
tween government and taxpayer, depending on 
which provision of the new Act is up for diagnosis. 
Under sec. 353(h), the more that comes under sec. 
23(a), the better for the taxpayer ; under secs. 356(b) 
and 24(c), it is just the opposite. On net balance, 
the broader scope of secs. 356(b) and 24(c) would 
give the treasury the edge if the flood gates of sec. 
23(a) were completely ajar and the on-rush of all 
possible deductions absorbed. No doubt, before the 
scene becomes benignly pacific, the judiciary will be 
asked to apply its assuaging influence. 


Personal Holding Company Problems 


HE NEW law carves out of the general concept 

of a personal holding company the specific mold 
of a foreign personal holding company. The ques- 
tion arises whether a foreign corporation, not a 
foreign personal holding company, may nevertheless 
be a personal holding company. The mention of 
foreign personal holding company would ordinarily 
by an implied antithesis to domestic personal hold- 
ing company. However, the law does not seem to 
draw the line that sharply. Foreign personal hold- 
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ing company is not pitted against domestic personal 
holding company, but only against “personal” hold- 
ing company. It follows that a foreign corporation, 
not a foreign personal holding company, may never- 
theless (and theoretically at least) have such twi- 
light zone characteristics to style it as a personal 
holding company. 

Secs. 336(b) and 356(b) provide some interesting 
interpretative fodder. They prescribe as a condition 
to the allowance of deductions related to property 
rented out by a holding company, the establishment 
to the satisfaction of the Commissioner, that the 
rent was the “highest obtainable.” Does that mean 
(in accordance with a literal interpretation) obtain- 
able from anybody anywhere, so as to require as a 
condition of proof, a polling of the population? One 
intuitively supplants such a dire construction with 
the invocation of a rule of reason. But in doing 
that, it would hardly be with statutory blessing, for 
when reason was sought as a guide, the statute 
expressly said so in those very subsections. Wit- 
ness, thus, as a further condition to the deduc- 
tion, that there he a “reasonable expectation that the 
operation of the pr Masa would result in a profit.” 
[t can therefore be asserted that the “highest obtain- 
able” characteristic is mandatory, without the prop 
of rationality in admeasuring what is “obtainable.” 

Furthermore, the comparison of the expenses is to 
be with the rent “received.” Does that mean accrued 
expenses are to be related to received income to 
determine this particular deduction? If so, it may 
be like the proverbial example of multiplying two 
apples by three pears. Suppose no rent has been 
received, but the rental accrual equals the expense. 
The law says that where no rent has been received, 
the deductions are conditioned upon a showing that 
no rent was obtainable. Does “obtainable” for this 
purpose, mean the time of collectibility or the 
amount of rental without reference to time or con- 
dition of collection? Some day, we may have a lot 
of fun with all this. 


Information Returns 


66 NY” attorney, accountant, etc., who “aids” or 
“advises” “with respect to” the organization 
or “reorganization” of a foreign corporation, must, 
(under sec. 340), file information returns about the 
corporation within thirty days “thereafter.” The 
quoted words each portend interpretative difficulties. 
For instance, let us examine the requirement that 
“any” accountant or attorney became the informer. 
Suppose in a large law or accounting office, several 
individuals participate, varying from staff member 
to partner. Are they each called upon to file a 
return, or is one return from the office sufficient ? 
What is the scope of the “aid” or “advice” that is 
within the embrace of the provision? Where does 
mere conversation end and assistance begin? Is the 
payment of a fee to the practitioner or the absence 
of fee payment a criterion? Then again, is it neces- 
sary that a corporation actually be formed, or does 
merely advising “with respect to” the possibility 
of such a corporation set off the statutory spark? 
(Sec. 340 seems to imply that a corporation must 
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actually be formed, rather than atrophy in its puta 
tive state.) 

Suppose advice is given, or at least the matter is 
discussed, and then the attorney or accountant never 
hears from the client any more and has not the 
faintest idea of what the client has done about a 
foreign company. What is the responsibility of the 
adviser? Must he seek out the client and get the 
sequential facts, or may he stay put and still keep 
at a safe distance from the $2,000 penalty or jail 
sentence that sec. 341 holds forth for offenders? 

Does the “reorganization” of a company mean 
reorganization in the statutory sense as defined in 
sec. 112(g), or in the popular acceptation of the 
word? The return is due thirty days “thereafter.” 
After what—the advice or the formation or reor- 
ganization? When a return is once filed with respect 
to a company, must it continue to be filed with each 
additional item of advice, and if so, what particular 
organic structure has advice so as to know when 
one has matured and a new embryo procreated? 

There seems to be an overlap in the due date of 
returns. Sec. 340(a)(1) says that if advice is given 
on or after the passage of the Act, the return is 
due within thirty days. Sec. 340(a)(2) says that 
advice given up to ninety days following the passage 
of the Act, calls for return within ninety days. 
Which fork of the road is to be followed in the case 
of advice and corporate formation begun and con- 
cluded within ninety days since the date of the Act? 
Sec. 340(a)(2) is evidently designed for retrospec- 
tive grasp, but the inclusion of the post-ninety day 
period muddies the waters a bit. 


Disallowed Losses and Accruals 


N the expansion of the domain of disallowed 

losses, sec. 24(b) reaches out into transactions 
between fiduciary and beneficiary of a trust. What 
is a beneficiary? Is it to be measured by a present 
interest, or does any interest, however contingent, 
remote and speculative, make one a_ beneficiary? 
Also, is sec. 24(b) applicable to a transfer between 
a fiduciary of one trust and a beneficiary of another 
trust established by the same grantor? An affirma- 
tive answer would, of course, require some infusion 
of additional language into the law, and yet, if 
losses in transactions between fiduciaries of com 
monly sponsored trusts are “out,” and the fiduciary- 
beneficiary relationship is also contraband, the 
syllogism yearns for inclusion of the relationship 
of the fiduciary of one trust and the beneficiary of a 
commonly sponsored trust. 

Perhaps the most far reaching and fundamental 
of changes ushered in by the Revenue Act of 1937 
has to do with the disallowance of expense and inter- 
est accruals where the closely related recipient is 
on a cash basis and the accrual is not paid within 
two and one-half months after the end of the “ac- 
cruors’” taxable year. Innumerable questions here 
arise. Are the items that may be involved divisible 
so that disallowance applies only to the part of an ac- 
crual not paid within the prescribed period, or must 
there be 100% payment for deductibility? (The 
language of the law is none too clear in this respect.) 

(Continued on page 631.) 
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ONSIDERABLE attention has been given 
CC lately to the circumstances under which tax- 

able income may escape taxation, because the 
Government has taxed or attempted to tax such in- 
come in the wrong year, in that the income was not 
actually or constructively received nor properly ac- 
cruable in that year and assessment for the year of 
receipt or correct accrual, i. e., the correct tax year, 
is barred by the statute of limitations. 

In some cases the Government has been obliged 
to refund taxes collected for the wrong year and has 
been barred from increasing the assessment for the 
correct year. In other cases the Government has 
been barred from assessing the wrong year, when 
no taxes had heen paid on the income at issue in 
the correct year. In a third group of cases, tax 
payers have been allowed a stepped-up basis for 
computing taxable gain on sale or exchange of assets, 
although no tax had been paid on the income re- 
ceived at the time the increase in the basis occurred. 

In many of the cases, the Courts and Board either 
have not been called upon to determine the correct 
taxable year or the major issue has been one of 
equity, embracing the principles of recoupment and 
estoppel. It seems evident that a taxpayer must be 
found innocent of prior wrongful intent, when he 
seeks to prevent the Government from taxing income 
in the wrong year. Otherwise, he will be estopped 
from claiming the benefit of the law with respect 
to correct accounting periods. It would also appear 
that, even though a taxpayer may not be subject to 
estoppel, he may be defeated by application of the 
principle of recoupment. 

extracts from decisions of the Courts and Board 
presented herein have been changed by substituting 
the words taxpayer or Government for such terms 
as petitioner, respondent, appellant, appellee, etc., 
to enable the reader to more readily follow the 
theme. : 


Recoupment in General 
ECOUPMENT may be detined as a principle 
of equity upon which one party may with- 
hold or keep back a sum otherwise payable, to off- 
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Principles of Recoupment 


and Estoppel 





Application with respect to the 
taxation of income in the wrong 


By WILLARD R. GINDER* 


set a counter claim arising out of the same contract 
or series of transactions. In Ernest M. Bull v. United 
States, 295 U. S. 247 (1935) subsequently quoted, 
the Supreme Court has clearly defined and discussed 
the application of the principle of recoupment with 
respect to taxes. 

However, the Board of Tax Appeals, in //eyl, 34 
B. T. A. 223 (1936), refused to follow the Bull de- 
cision and restrictively interpreted the remarks of 
the Court, stating that the Bull case arose in the 
Court of Claims, which Court is not bound to any 
rules of pleading, that the pleading therein was suf- 
ficient to put in issue the right to recoupment but 
that the Board is an administrative tribunal having 
a limited jurisdiction. In earlier cases the Board 
has held that it has no authority to prescribe the 
year or years to which the Commissioner shall apply 
a credit for overpayment of tax for a year not be- 
fore the Board: Anderson, 12 B. T. A., 1111 (1928) ; 
Noble, 12 B. T. A., 1419 (1928), affirmed C. C. A. 
(5). 

In Robert G. Stone and Carrie M. Stone, Trustees 
vw. White, S. Ct. (1937), in which the correct year 
was not in dispute but which is subsequently quoted 
because of its able discussion of the principle of 
recoupment with respect to taxes, the Supreme 
Court recently rendered a lengthy opinion and found 
for the Government. In U. S. ex relatione Girard 
Trust Company, Trustee v. Commissioner, S. Ct. 
(1937), the Supreme Court held that mandamus is 
not the proper remedy to compel the Commissioner 
to refund taxes when the taxes refunded would 
inure to the benefit of a taxpayer who should have 
paid the tax now barred by the statute of limi- 
tations. 


It will be noted that both the deficiency and over- 
assessment involved in the Pull and other cases cited 
arose from the same item of income. It is not clear 
whether the opinions of the Supreme Court should 
be restricted in their application to cases of that 
character. This point was not discussed by the 
Board and was not fully clarified in Crossett Lumber 
Company v. United States, C. C. A. (8) (1937), be 
cause, in that case, both overassessment and de- 
ficiency arose from the same item, 1. e.: erroneous 
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application of a corrected inventory to only one of 
the two years affected. 


Recoupment in Favor of the Taxpayer 


N Ernest M. Bull v. United States, 295 U. S. 247 
(1935), Bull was executor and trustee of an 
estate which paid both estate and income taxes on 
the same item and the Government denied him the 
right of offset and recoupment, when refund of the 
illegally collected estate tax was barred by the statute 
of limitations. 


The Supreme Court said, in part: 


“If that which the sovereign retains was unjustly taken 
in violation of its own statute, the withholding is wrongful. 
Restitution is owed the taxpayer. Nevertheless he may be 
without a remedy. But we think this is not true here. 
* * * If the claim for income tax deficiency had been 
the subject of a suit, any counter demand for recoupment 
of the overpayment of estate tax could have been asserted 
by way of defense and credit obtained notwithstanding 
the statute of limitations had barred an independent suit 
against the government therefor. This is because recoup- 
ment is in the nature of a defense arising out of some 
feature of the transaction upon which the taxpayer’s ac- 
tion is grounded. Such a defense is never barred by the 
statute of limitations so long as the main action itself is 
timely. * * * To the objection that the sovereign is 
not liable to respond to the taxpayer the answer is that it 
has given him a right of credit or refund, which though 
he could not assert it in an action brought by him in 1930, 
had accrued and was available to him since it was action- 
able and not barred in 1925 when the government proceeded 
against him for the collection of income tax. * * * We 
are of the opinion that the taxpayer was entitled to have 
credited against the deficiency of income tax, the amount 
of his overpayment of estate tax with interest and that 
he should have been given judgment accordingly.” 


Recoupment in Favor of the Government 


N Stone et al, Trustees v. White, S. Ct. (1937), the 

beneficiary failed to report income received from 
the taxpayer estate which was therefore disallowed 
deductions for payments made to her. It was held 
that the taxpayer, though entitled to a deduction 
for amounts paid to the beneficiary, may not re- 
cover the taxes overpaid due to the disallowance of 
the deduction, when the statute of limitations bars 
recovery of the tax which should have been but 
was not paid by the beneficiary. 


In its opinion, the Supreme Court said, in part: 


“The question for decision is whether the taxpayers, tes- 
tamentary trustees, who have paid a tax on the income of 
the trust estate, which should have been paid by the bene- 
ficiary, are entitled to recover the tax, although the govern- 
ment’s claim against the beneficiary has been barred by 
the statute of limitations. * * * In the present suit, 
brought by the trustees to recover the tax as erroneously 
collected, the Collector interposed the defense, sustained 
by the court below, that the tax which should have been 
paid by the beneficiary exceeded that paid by taxpayers, and 
that, as any recovery would inure to the advantage of the 
heneficiary, the Government could set off the tax debt due 
fromher. * * * 


“The action, brought to recover a tax erroneously paid, 
although an action at law, is equitable in its function. It is 
the lineal successor of the common court in indebitatus 
assumpsit for money had and received. Originally an action 
for the recovery of debt, favored because more convenient 
and flexible than the common law action of debt, it has 
been gradually expanded as a medium for recovery upon 
every form of quasi-contractual obligation in which the 
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duty to pay money is imposed by law, independently of 
contract, express or implied in fact. Ames, The History of 
Assumpsit, 2 Harv. L. Rev. 53; Woodward, Law of Quast- 
Contracts, Sec. 2. 


“Its use to recover upon rights equitable in nature to 
avoid unjust enrichment by the government at the expense 
of the taxpayer, and its control in every case by equitable 
principles, established by Lord Mansfield in Moses v. Mac- 
Ferlan, 2 Burr. 1005 (K. B. 1750), have long been recognized 
in this Court. See Nash v. Towne, 5 Wall. 689, 702; Gaines 
v. Miller, 111 U. S. 395, 397; Atlantic Coast Line R. Co. v. 
Florida, 295 U. S. 301, 309. It is an appropriate remedy for 
the recovery of taxes erroneously collected, Elliott v. Swart- 
wout, 10 Pet. 137, 156; Cary v. Curtis, 3 How. 236, 246-250. 
The statutes authorizing tax refunds and suits for their 
recovery are predicated upon the same equitable principles 
that underlie an action in assumpsit for money had and 
received. United States v. Jefferson Electric Co., 291 U. S. 
386, 402. Since, in this type of action, the taxpayer must 
recover by virtue of a right measured by equitable stand- 
ards, it follows that it is open to the government to show 
any state of facts which, according to those standards, 
would deny the right, Moses v. MacFerlan, supra, at 1010: 
Myers v. Hurley Motor Co., 273 U. S. 18, 24; cf. Winchester 
v. Hackley, 2 Cranch 342, even without resort to the modern 
statutory authority for pleading equitable defenses in ac- 
tions which are more strictly legal, Jud. Code, Sec. 274b; 
28 U.S. C. Sec. 398. 

“In the present case it is evident that but a single tax 
was due upon the particular income assessed and that tax- 
payers’ demand arises from the circumstance that the tax 
was paid from the income by the trustees when it should 
have been paid by the beneficiary. If the court may have 
regard to the fact that so far as the equitable rights of the 
parties are concerned taxpayers, in seeking recovery of the 
tax, are acting for the account of the beneficiary, it would 
seem clear that the case is not one in which the taxpayers 
are entitled to recover ex equo et bono; for under the con- 
struction of the will by the court below, which we adopt, 
any recovery in this action will be income to the bene- 
ficiary, and will deprive the government of a tax to which 
it is justly entitled and enable the beneficiary to escape 
a tax which she should have paid. * * * 


“In such cases equity does not countenance the idle cere- 
mony of allowing recovery by the trustee only to compel 
him to account to the beneficiary who would then have to 
pay the proceeds to the original defendant. To avoid this 
circuity of action a court of equity takes cognizance of the 
identity in interest of trustee and cestui que trust. Likewise 
liere, the fact that the taxpayers and their beneficiary must 
be regarded as distinct legal entities for purposes of the 
assessment and collection of taxes does not deprive the 
court of its equity powers or alter the equitable principles 
which govern the type of action which taxpayers have 
chosen for the assertion of their claim. 


“Equitable conceptions of justice compel the conclusion 
that the retention of the tax money would not result in 
any unjust enrichment of the government. All agree that 
a tax on the income should be paid, and that if the trustees 
are permitted to recover no one will pay it. It is in the 
public interest that no one should be permitted to avoid his 
just share of the tax burden except by positive command 
of law, which is lacking here. No injustice is done to the 
trustees or the beneficiary by withholding from the trus- 
tees money which in equity is the beneficiary’s, and which 
the government received in payment of a tax which was 
hers to pay. A single error on the part of the taxing 
authorities, excusable in view of persistent judicial declara- 
tions, has caused both the underassessment of one tax- 
payer and the overassessment of the other. But the error 
has not increased the tax burden of either, for whether the 
tax is paid by one or the other, its source is the fund which 
should pay the tax, and only the equitable owner of the 
fund is ultimately burdened. Cf. United States Paper Assn. 
v. Bowers, 80 F. (2d) 82. Since in equity the one taxpayer 
represents and acts for the other, it is not for either to 
complain that the government has taken from one with its 
right hand, when it has, because of the same error, given 
to the other with its left. 


“Taxpayers contend that recovery is precluded by 
Sec. 275 (a) of the Revenue Act of 1928, which bars a 








October, 1937 


‘proceeding in court * * * for the collection’ of a tax 
after the prescribed period, and by Sections 607, 609, which 
are said to prohibit ‘credit of an overpayment against a 
barred deficiency.’ Section 607 provides that any tax 
assessed or paid after the expiration of the period of limi- 
tation shall be considered an overpayment, and Section 609 
declares that a credit against a liability, in respect of any 
taxable year, shall be void ‘if any payment in respect of 
such liability would be considered an overpayment under 
section 607,’ 


“These provisions limit the collection of a tax, and pre- 
vent the retention of one paid after it is barred by the 
statute. They preclude, in a suit by the taxpayer against 
the collector or the government, reliance on a claim against 
the taxpayer, barred by statute, as a set-off, or counterclaim. 
But it would be an unreasonable construction of the statute, 
not called for by its words, to hold that it is intended to 
deprive the government of defenses based on special equi- 
ties establishing its right to withhold a refund from the 
demanding taxpayer. The statute does not override a de- 
fense based on the estoppel of the taxpayer. R. H. Stearns 
Company v. United States, 291 U. S. 54, 61, 62. The statu- 
tory bar to the right of action for the collection of the tax 
does not prevent reliance upon a defense which is not a 
set-off or a counterclaim, but is an equitable reason, grow- 
ing out of the circumstances of the erroneous payment, 
why petitioners ought not to recover. 


“Here the defense is not a counter demand on taxpayers, 
but a denial of their equitable right to undo a payment 
which, though effected by an erroneous procedure, has 
resulted in no unjust enrichment to the government, and 
in no injury to taxpayers or their beneficiary. The gov- 
ernment, by retaining the tax paid by the trustees is not 
reviving a stale claim. Its defense, which inheres in the 
cause of action, is ——- to an equitable recoupment 
or diminution of taxpayers’ right to recover. ‘Such a 
defense is never barred by. the statute of limitations so long 
as the main action itself is timely.’ Bull v. United States, 
295 U. S. 247, 262; Williams v. Neeley, 134 Fed. 1, 13.* Com- 
pare United States v. Macdaniel,7 Pet. 1, 16, 17; United States 
uv. Ringgold, 8 Pet. 150, 163, 164, where equitable recoupment 
against a claim by the government was allowed notwith- 
standing the immunity of the government from suit.” 


In Crossett Lumber Company, et al., v. United 
States, C. C. A. (8) (1937), more fully discussed 
subsequently with respect to estoppel, the lower 
court had estopped the taxpayer from recovery but 


had not ruled on the Government’s pleading of re- 
coupment. 


The appellate court reversed the ruling of the 
lower court respecting estoppel but found for the 
Government, stating: 

“It does not follow, however, that the judgment of the 
court below must be reversed. A just judgment which is 
warranted by the record and facts will not be overthrown 
because it was based on the wrong reason. In this case 
the government sets up the defense of recoupment; so, if 


the facts in the case clearly support that defense, the 
judgment may stand.” 


Estoppel in General 


EFORE proceeding with the cases in which 

the doctrine of estoppel assumes such promi- 
nence, it may be well to review this principle and 
the elements necessary to establish it. Estoppel may 
be said to arise in those transactions wherein the 
law draws some conclusions from the acts of one 
party in favor of another, which it will not permit 
him to controvert or deny. To establish estoppel it 


ius * * admitting that the statute applies strictly to matters of 
* 


set-off and counterclaim * * still, as is well known, it does not 
affect the merits of the controversy. Aultman & Taylor Co. v. Meade, 
se Ky. 241, 247. Accord: Hart v. Church, 126 Cal. 471, 479; Wilhite 

Hamrick, 92 Ind. 594, 599; Butler v. Carpenter, 163 Mo. 597, 604; 


Beans v. Yongue, 8 Rich. Law (S. C.) 113, State v. Tanner, 45 Wash. 
48. 
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must be shown: first, that the person to be estopped 
has acted or made statements with the intention or 
expectation of influencing, or such as might reason- 
ably be expected to influence, the conduct of 
another; second, that the other party has been influ- 
enced by the acts or statements; third, that the 
other party will be prejudiced or injured by per-. 
mitting the acts or statements to be repudiated or 
disproved. The Pennsylvania Supreme Court has 
stated the principle as follows: 

“The primary ground of the doctrine is, that it would be 
a fraud on the part of a party to assert what his previous 
conduct had denied, when, on the faith of that denial, 
others have acted. The element of fraud is essential either 


in the intention on the part of the party estopped or in 
the effect of the evidence which he attempts to set up.” 


Taxpayer Not Estopped from 
Claiming Refund 


N a number of instances the Government has 

assessed income tax in the wrong year and, in 
the face of appeals, claims for refund, etc., which 
kept open the wrong year, has failed to make an 
assessment for the correct year prior to the running 
of the statute of limitations. When this situation 
has arisen through no misrepresentation of fact by 
the taxpayer, the courts have generally held that 
the taxpayer is not estopped from prosecuting a 
claim for refund. 


In C. B. Shaffer, et al., v. Commissioner, 29 BTA 
1315, nonacq., (1934), the Board of Tax Appeals 
found for the taxpayers under the following circum- 
stances: 

The taxpayers sold partnership assets in 1919 and, 
as part consideration, the purchaser agreed to pay 
the income taxes of the taxpayers on the resulting 
taxable gain. The purchaser reimbursed the tax- 
payers for such taxes as they became due in 1920. 
The taxpayers included the reimbursements as in- 
come in their 1919 returns but, prior to the issuance 
of deficiency letters for 1919, 1920 and 1921, advised 
the Government that they had erred in reporting 
that item in 1919 and insisted that it be included 
in income for 1920 and not for 1919. The taxpayers 
did not include the item in their original 1920 re- 
turns and did not file amended 1920 returns show- 
ing it as income. 


In its decision the Board said: 


“We fail to see any grounds for estoppel. The Govern- 
ment was notified, prior to the time that the statute of limi- 
tations had run as to the year 1920, that taxpayers were 
contending that they erred when they reported the 
$1,910,442.02 in question as income for 1919 and that they 
should have reported it as income for 1920. The Govern- 
ment’s contentions on this point are denied.” 

In United States v. S. F. Scott & Sons, Inc., 69 
Fed. (2d) 728 (1934), the Circuit Court found for 
the taxpayer under much more confusing circum- 
stances. The lower court had found for the tax- 
payer and the Government had appealed. The issues 
raised by the Government on appeal were: 


1. Was the payment made by the taxpayer a 
voluntary payment and therefore not recoverable? 

2. Is the taxpayer estopped from asserting its 
right to recover the taxes involved herein? 
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According to the agreed statement of facts, Samuel 
F. Scott was the owner of a woolen mill located in 
Uxbridge, Massachusetts, and known as the Elm- 
dale Mill, which he operated as sole owner for some 
time prior to January 1, 1918, and until June 28, 
1919, when he organized a corporation under the 
name of S. F. Scott & Sons, Inc. 


On May 3, 1921, the ay eng wrote a letter 
directed to S. F. Scott & Sons Co., assuming it 
was a partnership, in which letter the Commissioner 
notified the parties to whom the letter was directed 
that they had probably misconstrued Section 330 of 
the Revenue Act of 1918 and Article 933 of Regu- 
lation 45, and informed them that where a partner 
ship, incorporated prior to July 1, 1919, elects to be 
taxed as a corporation for the calendar year 1919, 
it will be necessary for it also to file a return as a 
corporation for the calendar year 1918. 


On February 12, 1925, a thirty-day letter and at- 
tached statement were forwarded to S. F. Scott & 
Sons, Inc., advising it of a deficiency tax for the 
calendar year 1918 in the amount of $96,803.87 as 
an income and excess profits tax on the Elmdale 
Mill for that calendar year. The notice of the de- 
ficiency assessment was accompanied by a form of 
agreement consenting to the assessment of such 
deficiency tax, which the corporation was requested 
to execute. 


In its opinion, the court said: 


“It is now admitted that the tax was erroneously assessed 
against the corporation, due to a misinterpretation of 
Sec. 330 of the Revenue Act of 1918. 


“It cannot be fairly claimed that S. F. Scott & Sons, Inc. 
was acting for Samuel F. Scott when, in 1921, at the sug- 
gestion of the Government it filed a corporation return for 
1918, or for his estate when it paid the tax on demand in 
1925. It did not pay the tax voluntarily before assessment 
as in the Clift & Goodrich case, but after an assessment of 
a deficiency tax with an expressed stipulation that the 
corporation reserved the right to appeal therefrom or claim 
a refund, if paid. Payment in this case was made following 
a demand for immediate payment, coupled with a notice 
that additional interest charges would be imposed, if not 
paid. The corporation also faced possible distraint of prop- 
erty, in case it was not paid. 

“Upon the same facts we think there is no basis for the 
application of the doctrine of estoppel against the corpora- 
tion. To constitute estoppel (1) there must be false repre- 
sentation or wrongful misleading silence. (2) The error 
must originate in a statement of fact and not in an opinion 
or a statement of law. (3) The person claiming the 
benefits of estoppel must be ignorant of the true facts, and 
(4) be adversely affected by the acts or statements of the 
person against whom an estoppel is claimed. It is quite 
evident here that the error originated in the misapprehen- 
sion of the Commissioner as to the law applying to the 
assessment of the tax in question, and that the taxpayer 
did nothing and said nothing intending to mislead, or which 
could have misled the government as to any of the facts 
involved. If there was any misleading it was done by the 
Commissioner, who misled the taxpayer by notice in his 
letter under date of May 3, 1921 to the effect that, in order 
to file a return as a corporation in 1919, he must file a 
return as a corporation for 1918. 


“In Gott v. Live Poultry Transit Co., 153 Atl. Rep. 801, 805, 
in which case the Government had filed a claim for income 
taxes against a corporation in dissolution in the Delaware 
court, and it appeared that the Commissioner of Internal 
Revenue had accepted improper waivers extending the time 
of assessment of a deficiency tax, the court said: ‘The 
Government, therefore, was fully informed of every mate- 
rial fact and had ample time to insist on either proper 
waivers or to give the sixtv-day deficiencv notice. If it 
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erred in the sort of waivers it should have received, the 
error was solely one of law and was in no wise attributable 
to the fraud or concealment of either the taxpayers or their 
transferees. I know of no case which holds that an 
estoppel, for which the Government contends in this case, 
can be held to arise where the conduct on which it rests 
is the conduct of the party claiming the benefit of the 
estoppel in mistakenly judging, as here, what the rules of 
law are, and where no element of fraudulent concealment 
or misrepresentation on the part of the other party is 
shown.’ 

“The Commissioner was urged in 1922 to hasten the 
determination of the tax liability of Samuel F. Scott as 
an individual and of the corporation. He was again urged 
to do so in 1924; and even after the Commissioner assessed 
the deficiency tax in 1925 against the corporation, the 
Government could have recovered the sum refunded to 
Samuel F. Scott until barred by Sec. 610 of the Revenue 
Act of 1928. The Commissioner well knew that the corpo- 
ration had reserved the right to claim a refund and might 
do so at any time prior to July 13, 1929. The Government. 
therefore, cannot now fairly urge, as a ground for a judg 
ment in its favor, that, if it cannot collect a tax of the 
corporation, the Government will receive no tax for thie 
vear 1918 on the income of the Elmdale Mill, as such a 
result will be due to a misinterpretation of the law and 
its own laches in failing to bring suit to recover a refund 
erroneously made by one of its officials. Nor can it be said 
on this record that the taxpayer delayed its claim for refund 
and action for recovery with an intent to defraud th 
Government. The judgment of the District Court is 
affirmed.” 


Taxpayer Estopped from 
Claiming Refund 


N YHE following cases, however, the Courts 

found that the taxpayers had acted in such a 
way as to render themselves vulnerable to an action 
in estopvel. 


In Elnora C. Haag v. Commissioner, 5 59 Fed. (2d) 
514 (1932), the taxpayer stated in her 1922 income 
tax return that she was a member of a certain 
partnership and included her share of income from 
the partnership in her return. Later, and after the 
death of another partner, she attempted to deny her 
partnership status and filed a claim for refund. 


In its opinion the Court said: 


“Both the taxpayer and the partnership made like repre- 
sentations in their income tax returns for the year 1923. 
The Government accepted this statement of taxpayer's 
status as a member of the partnership and confined its 
investigation to the correctness of the earnings of thx 
partnership for the year 1922. The determination was mad 
February 19, 1927. Not until this determination was made 
did taxpayer deny membership in the partnership. In the 
meantime the period of limitation for assessment and col 
lection of the 1922 taxes had expired, and it was too late 
for the Government to assess the tax against the estate. 


“Dp 


soth precedent and the principles underlying the doc 
trine of estoppel support the Government's position. 
“Having represented under oath to the Government tliat 
she was a member of the partnership and the Government 
having accepted her representation and acted accordingly. 
she can not be heard to deny that status after the timc 
had passed for the Government to validly assess a tax 
against the estate. The soundness of this conclusion i- 
fortified by the additional reason that, had a tax been 
assessed against the estate of the deceased brother, a part 
of the tax, equal to what taxpayer must now pay, would 
have ultimately been deducted from her share of said estat. 


“The order of the Board of Tax Appeals is affirmed.” 


In Ralston Purina Company v. United States, 75 
Ct. Cls. 525, 58 Fed. (2d) 1065 (1932), the taxpayer 


secured delay of collection by sending a telegram 
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to the Commissioner asking that collection be with- 
held until an overpayment for another year was 
adjusted. 


In finding for the Government, the Court of 
Claims stated the principle involved clearly and 
concisely, in its opinion, as follows: 

“In these circumstances it is our opinion that taxpayer is 
estopped to assert that the Government had no right to 
retain that portion of the 1919 overpayment equal to the 
additional tax due for 1918. In Dickerson v. Colgrove, 100 
U. S. 578, the court said: ‘The estoppel here relied upon 
is known as an equitable estoppel, or estoppel in pais. The 
law upon the subject is well settled. The vital principle 
is that he who by his language and conduct leads another 
to do what he would not otherwise have done, shall not 
subject such person to loss or injury by disappointing the 
expectations upon which he acted. Such a change of posi- 
tion is sternly forbidden. . . There is no rule more 
necessary to enforce good faith than that which compels a 
person to abstain from asserting claims which he has in- 
duced others to suppose he would not rely on. The rule 
does not rest on the assumption that he has obtained any 
personal gain or advantage, but on the fact that he has 
induced others to act in such a manner that they will be 
seriously prejudiced if he is allowed to fail in carrying out 
what he has encouraged them to expect.’ 


“The relief of equitable estoppel is administered in favor 
of one who has been induced to alter his line of conduct 
with respect to the subject matter in controversy so as to 
have foregone some right or remedy which he otherwise 
would have taken. Under the doctrine of equitable estoppel, 
a person is held to a representation made or a position 
assumed, where otherwise inequitable consequences would 
result to another, who, having the right to do so under 
all the circumstances of the case, has, in good faith, relied 
thereon.” 

The decision in Edward G. Swartz, Inc. v. Com- 
missioner, 69 Fed. (2d) 633 (1934), was not based 
upon the doctrine of estoppel but the government 
had pleaded estoppel as its sole defense before the 
Board of Tax Appeals and lost. This decision over- 
ruled that of the Board respecting estoppel. While 
this case did not involve allocation of income to the 
correct year, it contained elements present in many 
such cases and is presented for that reason. 


An individual owned a profit-sharing contract in 
timber land which he had entered into in 1919. 
Under its terms he was to be paid a certain amount 
for timber cut and had a share in the proceeds from 
the sale of the timber. In 1922 he assigned his con- 
tract to a corporation which he caused to be organ- 
ized, receiving all but two shares of the stock. The 
other party had no notice of the transfer of the con- 
tract and continued to make the payments to the 
individual, who turned them over to the corporation. 
In connection with its income tax liability for 1926 
the taxpayer corporation contended that the income 
irom the contract was not its own but that of the 
transferor because there was an assignment of in- 
come only which, under Lucas v. Earl, 281 U.S. 111, 
was taxable to the individual transferor. It is held 
that the Earl case does not apply because the indi- 
vidual did not assign only the income but all right 


and title to the contract from which the income 
flowed. 


Extracts from the opinion of the Court are as 
follows: 


_“While deeming it unnecessary to consider in detail the 
Commissioner’s contention that the corporation having 
originally reported the income, was estopped from claiming 
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that it belonged to the individual, the Court agrees with this 
contention, as collection from the individual is now barred 
by the statute of limitations. 


“To tax Swartz and not petitioner would, we think, be 
to impose a tax on one on account of the income of another. 

“This view makes it unnecessary for us to consider in 
detail the Government’s position advanced as its sole de- 
fense before the Board and in the alternative here, that 
taxpayer and Swartz, its sole owner, have by returning the 
income as taxpayer’s and not Swartz’s estopped themselves 
from now claiming the contrary. We think, however, that 
this position is sound and that limitation having now run 
against taxing it to Swartz, it is too late for him now to 
assert that he, and not his creature, whom for years he 
has induced the Government to accept as the owner, is the 
real owner of the income., Planters Cotton Oil Co. v. Hop- 
kins, 53 Fed. (2) 825; Walker v. Commr., 63 Fed. (2) 346; 
Commissioner v. Garber, 48 Fed. (2) 526; Lucas v. Hunt, 45 
Fed. (2) 781; Hartwell Mills v. Rose, — Fed. (2) —.” 

In Crossett Lumber Company v. United States, 
C. C. A. (8) (1937), previously referred to with re- 
spect to recoupment or set-off, the lower court found 
for the Government on the plea of estoppel. The 
appellate court, however, reversed the lower court’s 
decision respecting estoppel and found for the Govern- 
ment on the plea of recoupment. It would appear 
that, had the Government no claim against the tax- 
payer for an erroneous refund, the taxpayer would 
not have been estopped from claiming refund of tax 
assessed against it for the wrong year. 

The court adopted the facts as stipulated as its 
findings. From such findings it appears that the 
Commissioner of Internal Revenue erred in de- 
termining the value of the taxpayer’s inventory of 
November 30, 1926. This had the effect of decreas- 
ing taxpayer’s taxable income in 1926 and increasing 
it in 1927. Asa result, the sum of $6,528.21 was 
credited to the taxpayer by the Commissioner on 
January 19, 1931, against a 1924 deficiency. As a 
further result of the erroneous valuation the tax- 
payer paid the tax sought to be recovered. On 
November 2, 1931, within two years after the Com- 
missioner’s erroneous refund the taxpayer filed with 
the Commissioner its claim for refund for the fiscal 
period ending November 30, 1927. In the refund 
claim the taxpayer contended that failure of the 
Commissioner to revise the inventory of November 
30, 1926, as was done for other years, was inconsist- 
ent and erroneous and should be increased in a 
stated amount. 


No suit was instituted by the United States within 
the period provided by Section 610 of the Revenue 
Act of 1928 for the recovery of the erroneous re- 
fund. But on June 19, 1934 after the time in which 
the Government might have sued, this suit was 
instituted by the Crossett Lumber Company. The 
United States answered alleging that because of the 
foregoing representations, set out in the refund 
claim by the taxpayer, it had neglected to make 
demand for the erroneous refund, and that the tax- 
payer should, therefore, be estopped from recovery ; 
and, further, that on account of the representations 
of the taxpayer the Government was entitled to re- 
coupment and set-off. The lower court found for 
the Government on the theory of estoppel, appar- 
ently not passing upon the right of recoupment. 

The opinion of the Court was, in part, as follows: 


“The Government in this case pleaded estoppel. By so 
doing it drew upon itself the burden of establishing affirma- 
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tively the facts in support thereof. Helvering v. Brooklyn 
City Railroad Co. (C. C. A. 2), 72 F. (2d) 274; Brewerton v. 
United States (Court of Claims), 9 F. Supp. 503. Whether 
the statement in the claim was such that the Commissioner 
was justified in relying on the same need not be determined. 
There is no statement in the stipulation of fact to the effect 
that in reliance upon such representation the Commissioner 
failed to take action to recover the erroneous refund. The 
reason of his inaction is left purely to conjecture. ‘One who 
pleads an estoppel in pais must be able to show among other 
things that he relied on the conduct of the party against 
whom he is using the estoppel.’ Washington L. & T. Co. v. 
Convention of P. E. Church, 293 F. 833, 839. The Govern- 
ment in this case therefore failed affirmatively to show one 
of the necessary elements of estoppel. 


“It does not follow, however, that the a of the 
court below must be reversed. A just judgment which is 
warranted by the record and facts will not be overthrown 
because it was based on the wrong reason. Baker v. Kaiser 
(C. C. A. 8), 126 F. 317, 319; Smiley v. Barker (C. C. A. 8), 
83 F. 684, 687. In this case the Government sets up the 
defense of recoupment; so, if the facts in the case clearly 
support that defense, the judgment may stand.” 


Taxpayer Not Estopped from Claiming 
That Income Omitted Through Innocent 
Mistake or Mistake of Law Is Not 
Taxable in a Subsequent Year 


OMETIMES taxpayers have innocently omitted 

taxable items of income from their returns and 

the Commissioner has failed to take advantage of 

his opportunity to rectify the error before the run- 

ning of the statute of limitations. In many such 
cases the income has escaped taxation. 


In Ohio Brass Company v. Commissioner, 17 BTA 
1199 (1929), a transaction was both entered in the 
taxpayer’s books and reported in its tax return in 
the wrong year but the taxpayer was not estopped 
from claiming that any taxable income arising from 
the transaction was not taxable in the year so indi- 
cated. 


It will be noted that the acts of the taxpayer 
might have influenced the Commissioner to his 
detriment but the acts were innocent of any such 
intent and arose from an erroneous opinion of law. 
The Commissioner was in possession of all of the 
facts and the opinion in United States v. S. F. Scott 
& Sons, Inc., previously quoted, seems to fully sup- 
port the decision of the Board in this case. 


The Ohio Brass Company sold a department of 
its business and entered the transaction in its books 
and in its tax return in 1921. In 1925, a field audit 
was made of the years 1920 and 1921 and the local 
office of the Commissioner made no change in the 
income. Upon receipt of the field audit report, how- 
ever, the Washington office investigated further 
and in a letter and affidavit sent to the Commis- 
sioner in 1926, the treasurer of the corporation re- 
ferred to the sale as having occurred in 1921. The 
Commissioner assessed deficiencies for 1920 and 
1921, including the profit on the sale in 1921. After 
further revision respecting 1920 had become out- 
lawed, the taxpayer contended that the income 
should have been taxed in 1920 and the Commissioner 
pleaded estoppel against the taxpayer. 


The Board of Tax Appeals found that the profit 
on the sale was taxable in 1920 and that the tax- 
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payer should not be estopped from so claiming, say- 
ing: 

“Having raised the question of estoppel, it is encumbent 
upon the government to show that the elements of the doc- 
trine are present. For the application of the doctrine of 
equitable estoppel there must be some intended deception 
in the conduct or declarations of the party to be estopped, 
or such gross negligence on his part as to amount to con- 
structive fraud. Another element of estoppel is that the 
alleged misrepresentations must be concerning a material 
fact, as distinguished from a mere expression of opinion 
as to the law of a contract.” 


In Sugar Creek Coal & Mining Company v. Com- 
missioner, 31 BTA 344, vein (1934) the taxpayer 
received certain royalties for many years and mis- 
takenly failed to include in gross income in each 
year the portion in excess of the ratable amount 
attributable to tonnage mined. The Commissioner 
was fully informed of the facts for some years and 
was never misinformed but failed to assess taxes 
upon the omitted income. However, in a later year, 
the Commissioner determined a deficiency upon the 
accumulated amount, including therein amounts for 
earlier years upon which the statute of limitations 
had expired. 


It will be noted from the decision that, in the 
absence of contrary evidence, the Commissioner is 
assumed to have done his official duty and ascer- 
tained the facts and that the statute of limitations 


“may not give way to an elusive concept of fair- 
” 
ness. 


As the Commissioner acquiesced and the issue is 
so clearly defined in the decision of the Board, it is 
quoted at some length, as follows: 


“An amended answer filed at the hearing contains the 
following: ‘Further answering, the Government alleges 
* * * (6) That in its return of annual net income filed 
with the Collector of Internal Revenue for all years prior 
to the taxable year, taxpayer did not report as income any 
portion of the advanced royalties in question; and that by 
reason of such action and representations thereby made, 
taxpayer is precluded and estopped from claiming that the 
amount of advanced royalties is not taxable in the taxable 
year involved in this appeal.’ 

“At the hearing it was stated for the Government that 
the doctrine of estoppel alone was its defense; that the 
amounts should properly have been reported each year 
when received, but that, since the taxpayer failed to report 
them and for some reason the Commissioner failed to 
notice the omission, the taxpayer is estopped to deny the 
propriety of their inclusion in taxable income when the 
account was cancelled and when it was too late, under the 
statute of limitations, to tax them in the years when they 
constituted income and should properly have been taxed; 
that the method of bookkeeping, whether accrual or actual 
receipts, makes no difference; and that the Government 
does not claim that the returns for earlier years were 
fraudulent, but only that the advanced royalty items were 
mistakenly omitted. 

“Estoppel is not an element of income but only a doc- 
trine affecting liability. It cuts across substantive prin- 
ciples in order to promote an assumed fairness thought to 
be more important than an adherence to conventional legal 
considerations. It does not create a right but only affects 
remedy. The burden is upon the party asserting it to 
establish both the facts relied on to support it and the 
necessity in fairness for its application. Helvering v. 
Brooklyn City R. R. Co., 72 Fed. (2d) 275. This the Com- 
missioner has assumed and undertaken. His affirmative 
proposition may be abstractly stated thus: A taxpayer 
who, for a long period of years beginning prior to 1913, 
annually receives taxable income and erroneously (but not 
fraudulently) omits it from his return and is not required 
by the Commissioner to pay tax thereon, although official 


(Continued on page 619) 




















HE FORECLOSURE of mortgages gives rise 

to a multitude of perplexing income tax prob- 

lems for both mortgagors and mortgagees. 
These problems revolve around three conceptual 
pivots,—accrued interest, bad debts, and gain or loss 
upon the sale or exchange of property. 

If the bid at the foreclosure sale is sufficient to 
cover all or a part of the interest in default, is the 
amount credited to the payment of interest taxable 
as income to the mortgagee, and deductible by the 
mortgagor? If the bid is less than the total indebt- 
edness, and a deficiency judgment is entered, to what 
extent is income realized, or a deduction allowable, 
upon the partial or complete satisfaction thereof? If 
the judgment is not wholly satisfied, when and to 
what extent may the mortgagee charge off his loss 
as a bad debt? How will tax liability be affected by 
the running of the statute of limitations? When and 
to what extent do either of the parties realize gain 
or loss by a foreclosure sale, and what is the basis 
for computing gain or loss upon a subsequent dis- 
position of the property ? 


Accrued Interest 


URING the past term, the Supreme Court sup- 
plied a definitive answer to the first question, 
thereby resolving the conflict which had existed 
among the lower federal courts.2 In Helvering v. 
Midland Mutual Life Insurance Company,’ it held that 
where the mortgagee’s bid at the foreclosure sale 
equalled the entire amount of the debt, including 
accrued interest, the interest credited as paid con- 
stituted taxable income to the mortgagee, just as 
if the purchase price had been paid in cash by a 
stranger. Evidence that the fair market value of 
the property at the time of the sale was less than 
* Member of the Chicago Bar Association. 
‘The provisions relating to bad debts and gains or losses do not affect 
one important class of mortgage investors life insurance companies. 
2See Midland Mutual Life Insurance Co. v. Com’r., 83 Fed. (2d) 629 
(1936); Helvering v. Missouri State Life Insurance Co., 78 Fed. (2d) 
778 (1935); and National Life Insurance Co. v. U. S., 4 Fed. Supp. 


1000 (1933), certiorari denied, Lucey v. U. S., 291 U. S. 683. 
357 Sup. Ct. 423 (1937). Mr. Justice McReynolds dissented. 
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Mortgage Foreclosures and 
Income Taxes 


Perplexing income tax problems 
confronting both mortgagors 
and mortgagees are discussed 


By MARY LOUISE RAMSEY* 


the bid was deemed immaterial. The taxpayer 
argued that its taxable income should be determined 
by realities and not by fiction, and that it should not 
be subjected to a tax on a transaction from which it 
did in fact suffer a loss, simply because it sought to 
preserve the possibility of recouping that loss if the 
value of the property should rise during the period 
of redemption. To this objection, Justice Brandeis 
made a threefold answer: (1) “The ‘reality’ of the 
deal here involved would seem to be that respondent 
valued the protection of the higher redemption value 
as worth the discharge of the interest debt for which 
it might have obtained a judgment;” (2) “Income 
may be realized upon a change in the nature of legal 
rights held, though the particular taxpayer has en- 
joyed no addition to his economic worth;” (3) “The 
administration of the income tax law would be seri- 
ously burdened if it were held that when a mortgagee 
bids in the property for a sum including unpaid in- 
terest, he may not be taxed except upon an inquiry 
into the probable fair market value of the property.” 

The first argument is not convincing. No doubt 
the mortgagee’s bid of the full amount of the debt 
did reflect its belief that the protection of the redemp- 
tion price was worth more than a judgment for the 
unpaid interest, but that fact does not warrant the 
conclusion that such protection was worth the face 
amount of the accrued interest. If the mortgagee 
had taken a judgment for the interest due, and then 
had satisfied it upon receipt of five cents on the 
dollar, it could be said with equal truth that the 
mortgagee valued the payment as worth the dis- 
charge of the judgment, but would the court hold 
that the face amount of the judgment was thereby 
realized as income? 

As a matter of legal history, the second proposi- 
tion cannot be disputed. It is true that in the past 
the court has sometimes permitted the imposition 
of an income tax on transactions involving changes 
of interest without addition to economic worth.‘ 





Justice Brandeis cited the following cases: Lynch v. Hornby, 247 
=. 4 ; U. S. v. Phellis, 257 U. S. 156 (1921); Marr v. U. S., 
268 U. S. 536 (1925); 


and Burnet v. Commonwealth Imp. Co., 287 U. S. 
415 (1932). 
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But at other times it has reached the opposite con- 
clusion.* Knowledge that the court will on occa- 
sion disregard the concepts of economists helps us 
little unless we know why those concepts are heeded 
in one case and ignored in another. 

$y his third proposition, Justice Brandeis gives us 
a clue to one of the real reasons which regulated the 
judicial choice. Administrative convenience is re- 
vealed as one of the weights placed in the scales of 
justice. Undoubtedly the mechanical simplicity of 
the rule announced will promote efficiency in the tax 
collection process. And the court may have believed 
that the inequities suffered by taxpayers would be 
negligible. The mortgagee occupies the driver’s seat 
and does not have to bid more than the principal of 
the debt; the occasions when it will suffer loss by 
redemption will probably be few in number. Mort- 
gagees who have previously foreclosed mortgages 
and bid in the property at a price in excess of its 
fair market value will suffer from the decision, but 
the rulings of the Board of Tax Appeals had given 
them warning of their risk.° The decision cannot be 
condemned as arbitrary, although the court might 
have reached a compromise which would have helped 
the taxpayer, perhaps without putting an undue 
strain upon administrative machinery. Justice Bran- 
deis took note of the difficulties which would ensue 
if the mortgagee-purchaser could not be taxed upon 
the interest due “except upon an inquiry into the 
probable fair market value of the property.” He 
did not discuss the possibility of lightening the ad- 
ministrative burden by the aid of the presumption 
which is resorted to in determining gain or loss, that 
the bid price equalled the fair market value of the 
property, and that clear and convicing evidence is 
necessary to prove a different value. 

The exclusion of the interest debt from the bid 
price on foreclosure sale and the taking of a defi- 
ciency judgment will not always relieve the mort- 
gagee of taxation on such debt. If he makes his 
return on the accrual basis, he will have to report 
as income all interest accrued to the date of the 
sale,” as well as interest accruing on the judgment 
until it is paid or charged off. If he reports on the 
cash basis, he will have to include any payments on 
the deficiency in the year in which they are made, 
to the extent that they are allocable to interest. In 
any event payments on account of principal which 
has been charged off as a bad debt represent income 
when received.® Ifa portion of the deficiency judg- 
ment represented unpaid principal, the first payments 
should be applied against the principal for the pur- 
pose of determining the income realized.?° 

In some states, the rents and profits collected by 
a receiver during the redemption period is an im- 





5 Southern Pacific Co. v. Lowe, 247 U. S. 330 (1918); Gulf Oil Corp. 
v. Lewellyn, 248 U. S. 71 fe a Eisner v. Macomber, 252 U. S. 189 
(1920); Weiss v. Stearn, 265 U. 242 (1924). 

6 Manomet Cranberry Co., 1 BEA 706 (1925); Ewen MacLennan, 
20 BTA 900 (1930). cf. Reserve Loan Life Ins. Coz 18 BTA 359 (1929). 

™Spring City Foundry Co. v. Com’r., 292 U. S. 182 (1934). When 
inability to collect income reported as accrued is ascertained, it may 
be charged off as a bad debt. cf. H. Liebes & Co. v. Com’r., 90 Fed. 
(2d) 932 (1937), where the court qualified the concept of accrual of 
income, saying: ‘‘We believe that no income accrues unless there is a 
reasonable expectancy that the right will be converted into money or 
its equivalent.” 

8 Henry Chouteau, 22 BTA oa (1931). 

® Art. 42-1, Reg. 94 (1936). Lake View Trust & Savings Bank, 27 
BTA 290 (1932). 

© John Hancock Mutual Life Insurance Co., 10 BTA 736 (1928). 
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portant source of payments credited on deficiency 
decrees. This situation may give rise to the as yet 
unsettled question as to whether income tax liability 
shall be determined conclusively on the basis of the 
amount of receivership income which the court or- 
ders to be credited on the deficiency, or whether the 
government may take into account other moneys 
collected by the receiver, if, in fact, additional income 
was realized from their application. What if the 
receiver makes repairs or replacements which are, 
in partial effect, capital improvements? What if he 
pays taxes currently due which became a lien on the 
property prior to the sale? The mortgagee benefits 
from the discharge of the lien. If he paid them him- 
self, they would be considered part of the purchase 
price. Does he realize income when the receiver 
pays them out of rents and profits? These questions 
are interwoven with another discussed hereinafter, 
as to the time when a foreclosure sale is treated as a 
closed transaction for income tax purposes. 


Deductions for Interest Paid 


COMPLEMENTARY problem is that of the 
allowance to the mortgagee of a deduction for 
interest paid. In the Midland Mutual Insurance case, 
Justice Brandeis set up the mortgagor’s right to de 
duct the sum credited on the interest debt at the 
foreclosure sale as one of the props for his conclu 
sion that the mortgagee was required to return the 
same credit as income. To the extent that they are 
allocable to the interest debt, payments made on the 
deficiency judgment should have the same effect. 
The mortgagor may realize income from the appli- 
cation to the judgment of rents and profits collected 
by a receiver during the redemption period. When 
the judgment covers only defaulted interest, the in 
terest paid credit would offset the income, but when 
it represents a portion of the unpaid principal, the 
offset would be only partial. If collection of the defi- 
ciency is effected by judicial sale of other property 
belonging to the debtor, the calculation of income, 
interest credit, and gains and losses should be deter- 
mined by the same principles which apply to the fore 
closure sale itself. 


Bad Debts 


REASURY regulations permit the deduction as 

a bad debt of an uncollectible deficiency judg- 
ment to the extent that it constitutes capital or rep- 
resents an item the income from which has been 
returned by him. Accrued interest can be deducted 
only if it has previously been returned as income.’ 
To sustain the charge-off, the taxpayer must prove 
that a diligent effort to collect the judgment would 
be unavailing." 

It may happen that the mortgagee has an excess 
of deductions in the year of the foreclosure sale. In 
that event he would prefer to postpone deduction of 
the deficiency until later. If he returns his income 
on a cash basis, it would also be to his advantage 
to report the judgment as realized income, so that 


2 Art. 23 (k)-3, Reg. 94 (1936). If the taxpayer sets up a reserve 
for bad debts, he cannot deduct specific bad debts 
13 Vancoh Realty Co., 33 BTA 918 (1936). 


11 Helvering v. Missouri State Life Insurance Co., note 2, supra. 
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he might take a bad debt deduction later if it was 
not satisfied, or treat later collections as capital 
payments. 


As a general rule, a bad debt can be charged off 
and deducted only in the year in which its worth- 
lessness is definitely ascertained, and not thereafter.” 
In respect of partially worthless debts, the taxpayer 
has a greater latitude of choice in determining when 
to charge off the uncollectible portion. In foreclos- 
ure cases where rents and profits of an income pro- 
ducing property during the redemption period are 
applicable to the deficiency, it might be hard to make 
satisfactory proof of partial worthlessness in the 
year of the sale; even if it could be done, the tax- 
payer would be permitted to postpone any deduction 
until the prospects of partial collection had been real- 
ized or dissipated by the expiration of the redemption 
period. 

A taxpayer on the cash basis, who had never re- 
turned the defaulted interest as income, would find 
it more difficult to preserve any advantage in respect 
thereof for future years. In order to do so, he would 
have to treat the judgment as property received in sat- 
isfaction of the interest debt and report its fair market 
value as income in the year of its entry. The Board of 
Tax Appeals holds that a taxpayer on a cash basis 
realizes income only when he receives cash or the equiv- 
alent of cash.'® In this context the phrase “equivalent 
of cash” has a broader meaning than it has in common 
speech. In general, property accepted in settlement 
of an obligation may be regarded as the equivalent 
of cash if it has a fair market value.”® Treasury regu- 
lations provide that collections on judgments are to 
be treated as income in the year received to the ex- 
tent that they would have been income when the 
judgment was rendered.1? This may be justified on 
the assumption that judgments which are not paid 
in the year of entry do not have a fair market value. 
Certainly the mortgagee in the ordinary case would 
consider himself harshly dealt with if the Commis- 
sioner attempted to assess a tax on account of such 
judgment. Yet a deficiency judgment is property ; 
it does operate to discharge a subsisting obligation ; 
it constitutes a change of legal interest, although it 
may add nothing to the judgment creditor’s economic 
worth. When the taxpayer can prove a fair market 
value for it, there is no inflexible rule to prevent its 
treatment as a realization of income. If the judg- 
ment debtor is solvent, if he is employed, if he has 
other property to which the lien of the judgment 
could attach, or if the judgment is a lien on rents 
and profits of the mortgaged property during the 
redemption period, proof of value should not be im- 
possible ; proof of the existence of a “market value” 
might be more difficult. 

Several taxpayers, perhaps members of a family, 
who faced the same problem, might compass part of 
the desired result by selling their deficiency judg- 
ments to each other for cash. Such sales, if bona fide, 
would constitute the realization of income, to the ex- 
tent that payment on the judgment would be income, 
and any collections made by the purchaser, except 





4 Cross uv. Com’r., 54 Fed. (2d) 781 (1932). 
% John B. Atkins, 9 BTA 140 (1927). 
Be = Paul & Mertens, Law of Federal Income Taxation—(1934) 


Ch. 
Art. 42-1, Reg. 94 (1936). 
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for interest accruing on the judgment after the sale, 
would be a return of capital and not income.'* Good 
faith would require that the purchase price bear a 
reasonable relation to the true value of the judgment. 
Any discount would lower the basis for bad debt 
deductions thereafter. If the transaction were in all 
other respects regular, the same evidence which 
might be insufficient to prove a fair market value for 
the judgment might be adequate to sustain the rea- 
sonableness of the sale price. 


If the deficiency is not satisfied, further questions 
will arise when the statute of limitations runs there- 
on. Under the principle that release from liability 
on a debt constitutes income, the mortgagor would 
realize a gain in the amount of the judgment unless 
he came within one of the exceptions to that rule.’® 
The mere running of the statute is held to be an in- 
sufficient ascertainment of the worthlessness of the 
debt to justify its charge off by the creditor.”° 


Speculation on this phase of the problem suggests 
other questions which may never find their way into 
the reported cases. If an estate which succeeds to 
liability on a mortgage debt, secured by property 
worth less than the amount of the debt, is released from 
such liability by the expiration of the period for filing 
claims, does it realize income thereby? If so, when? 
And in what sum? The amount of a subsequently 
determined deficiency? Or the difference between 
the debt and the value of the property when the lia- 
bility expires? If the maker of mortgage notes sells 
the mortgaged property to a third party who assumes 
the mortgage and is thereafter released from personal 
liability by the passage of time or an extension of the 
loan, does he realize gain if the value of the collateral 
is less than the debt? 


The calculation of gains or losses realized by fore- 
closures or upon the subsequent disposition of the 
property poses several problems of great practical 
importance. The mortgagee’s gain or loss is meas- 
ured by the difference between the bid at the sale 
and the basis of the property in his hands. Under 
earlier regulations,”! the property was regarded as 
taking the place of the mortgage investment, and 
no gain or loss was recognized to the mortgagee 
until he disposed of it. In 1926, the regulations were 
changed to require a reckoning of gain or loss at the 
time of the sale, based upon the difference between 
the amount of obligations surrendered in payment of 
the foreclosure bid, and the fair market value of the 
property.”? In the absence of clear and convincing 
evidence to the contrary, the bid is taken to repre- 
sent the fair market value. 

The question immediately arises as to whether this 
latter regulation can stand in the face of the Midland 


8% See Helvering v. Missouri State =’ Insurance Co., note 2, supra. 
9 U, S. v. Kirby Lumber Co., 284 U. 1 (1931); Helve ring v. Ameri- 
can Chicle Co., 291 U. S. 426 (1934); a) 2. Langwell R. E. Corp., 
47 Fed. (2d) 841 (1931); Com’r. v. Coastwise Transfer Co., 71 Fed. (2a) 
104 (1934); Walker v. Com’r., 88 Fed. (2d) 170 (1937); North Ameri- 
can Coal Corp., 32 BTA 535 (1935). 

Tf the debtor is insolvent, he does not realize gain by the discharge 
of liability. Dallas Transfer & Terminal Co. v. Com’r., 70 Fed. (2d) 95 
(1934); Porte F. Quinn, 31 BTA 142 (1934). 

2° Leon M. Stein, 4 BTA 1016 (1926); Alfred K. Nippert, 32 BTA 892 
(1935). In Dufin v. Lucas, 55 Fed. (2d) 786 (1932) it was held that 
the taxpayer who sought to take the deduction in a year subsequent 
to that in which the statute ran, he will have the burden of showing 
that the debt did not become worthless in the earlier year. 

21See Art. 153, Reg. 65 (1924). me oF . 

2 Art. 23 (k)-3, Reg. 94 (1936). See similar provisions in Art. 
23 (k)-3, Reg. 86 (1934) ; Art. 193, Reg. 77 (1932); Art. 193, Reg. 74 
(1928); and Art. 153, Reg. 69 (1926). 
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Mutual Insurance Company case. In computing the 
income of a taxpayer subject to the gain or loss pro- 
visions, will the court permit the fair market value 
of the property to be proved for the purpose of deter- 
mining gain or loss, while holding the bid price 
conclusive in determining the interest income? If 
such a taxpayer is taxed for interest income on the 
basis of his bid, and does not offer evidence of a 
lower value to establish a loss, can the actual lower 
value be proved thereafter in computing gain or loss 
upon a sale? On its face, the regulation seems to be 
inconsistent with the Midland Mutual case, and the 
Court may so hold. There are, however, both logical 
and practical distinctions which might be invoked to 
sustain the regulation as written. The logical dis- 
tinction would be drawn from the dual position of 
the mortgagee as creditor and as purchaser at the 
foreclosure sale. ‘The decision in the Midland Mutual 
case dealt with the mortgagee as a creditor who 
received payment in a medium accepted for that pur- 
pose as the equivalent of cash. If cash had been paid 
by a stranger, the value of the property would have 
been immaterial to the mortgagee. In determining 
its income as creditor, the court refused to consider 
the value of what it received as purchaser. On the 
other hand, gain or loss arises out of the mortgagee’s 
position as purchaser exchanging a debt for property. 

The practical distinction is that for the purpose of 
computing interest income, the mortgagee as creditor 
would usually have everything to gain and nothing 
to lose by proving the property to be worth no more 
than the principal debt. But for the purpose of com- 
puting gain or loss as purchaser, any advantage real- 
ized by proof of low value in the year of sale would 
be offset by the lowering of the basis upon which 
future gain or loss would be computed. 

The regulations provide for recognition of gain or 
loss to the purchaser at the time of the sale only if 
the mortgagee buys in the property with the mort- 
gage indebtedness. Ifa stranger purchased for cash, 
no gain or loss would be recognized at that time. 
There are certain situations in which a mortgagee 
might also reap advantage it recognition could be 
deferred. If the property were worth less than the 
bid, and if the mortgagee did not need any deduc- 
tion for loss in that year, he might effect a saving 
if he could preserve the foreclosure price as the basis 
of the property in order to reduce his gain or increase 
his loss upon a later sale of the property. Or if the 
value exceeded the bid, he might prefer to escape 
the realization of the gain in the year of sale at the 
expense of lowering the basis. A literal reading of 
the regulation suggests that he might accomplish the 
desired result by paying cash himself. In the ordi- 
nary situation, the presumption in favor of the bid 
price would make such strategy unnecessary. And 
if the variance between value and bid were so palp- 
able that the presumption could be overthrown, the 
payment in cash might be disregarded, as a subterfuge. 


Gains or Losses 


HE TIME as of which gains or losses are to be 
determined, whether the date of the sale or the 
expiration of the period of redemption, is a matter 
of disagreement between the Bureau of Internal 
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Revenue and the Board of Tax Appeals. ‘The 
General Counsel of the Bureau has ruled that the 
foreclosure sale is the “identifiable event” ** which 
fixes gain or loss.2* The Board holds that such 
reckoning must be made as of the date of the expira- 
tion of the redemption period.”®> In a case involving 
a debt rendered worthless by foreclosure of a mort- 
gage on all the assets of the corporate debtor, the 
Circuit Court of Appeals for the Eighth Circuit held 
that the worthlessness was ascertained in the year 
of the sale and that the loss could not be deducted in 
the next year, when the period of redemption ex- 
pired.2® This decision cannot be regarded as con- 
clusive because the deduction was claimed for a bad 
debt and not a loss from the sale of property, and 
also because of the court’s emphasis of the fact 
that after the foreclosure the corporation was an 


empty shell, possessing no assets and doing no 
business. 


These rulings and decisions of the Commissioner 
and the Board of Tax Appeals have been concerned 
with the date at which the mortgagor can take a loss. 
Consistency would seem to require that the mort- 
gagee be held to receive title for the purpose of com- 
puting his gain or loss at the same time the mortgagor 
loses his. But what if the time for redemption varies 
for different parties in interest? Suppose that the 
mortgagor’s right to redeem expires in twelve months 
but that the rights of other lienholders subsist for 
fifteen months. The mortgagor’s loss is realized be- 
yond recall at the end of the year, but the mortgagee 
cannot get complete title at that time. Does the 
mortgagor realize gain or loss at the end of the year 
and the mortgagee three months later? What about 
depreciation and taxes accruing during the redemp- 
tion period? Who is entitled to deduct depreciation 
from income and against whose basis is it chargeable? 
What if a tax becomes a lien prior to the expiration 
of the redemption period but is payable and is paid 
by the mortgagee after he receives his deed? Or 
what if the lien attaches after the mortgagor’s right 
to redeem has expired, but while such a right is out- 
standing in other parties? Will the amount be de- 
ductible as a tax paid, or will it be treated as an 
addition to the purchase price? Questions such as 
these suggest that the balance of convenience may 
lean toward the position taken by the Bureau. 


If the mortgage debtor is a corporation, and if, 
after foreclosure, a new corporation is organized to 
take over its assets and continue its business, an 
entirely different question is encountered at the 
threshold: Do the transactions constitute a reor- 
ganization? ** If so, recognition of gain or loss will 
be deferred until the transferee disposes of the assets, 
at which time the gain or loss will be computed on 


the basis the property had in the hands of the 
transferor.”® 


(Continued on page 631) 


%U. S. v. Wh'te Dental Mfu. Co., 274 U. S. 398, 7. ag 

6G. C. M. 12737, C.. B.. XTIMI-1, p. 120 (Calif.) ; Cc. a. 12860, 
C. B&B. Xi, =. 123 (Ill.); G. C. M. 13360, C. B “XTTT-2 p. 194 
(Kansas). 

2 Frederick Krause, 30 BTA 62 (1934); J. C. Hawkins, 34 BTA 918 
ge Derby Realty Co., 35 BTA 335 (1937)—Non-acq. ‘Bulletin XVI- 

April 12, 1937. 

"6 Tittle v. Helvering, 75 Fed. (2d) 436 (1935). 

27 Courts are inclined to find that transactions do constitute reorgani- 
zation. See Com’r. v. Kitselman, 89 Fed. (2d) 458 (1937). The same 
result will not always be reached under the 1934 and 1936 Acts. 

33 26 USCA sections 112 (b) and 113 (a) (7). 












An imperative 
need for a sane, 
scientific, integ- 
rated and equit- 
able taxing pro- 
gram seen 


By JOSEPH J. 
KLEI 





ENACES are 
Throughout the ages, man has been exposed 


not strange to humanity. 


M to all kinds of threats: fire, earthquake, 
volcano, drought, famine, flood, tidal wave, tornado, 
cyclone, hurricane, sandstorm, wild beasts, insects, 
and all the ills and ailments to which the flesh is 
heir and of which Hamlet soliloquized. 

The evolutionary history of the race demonstrates 
that these manifold threats of nature and man, when 
they did not result in extinction, have been met in 
three ways: adaptation; defensive mechanisms; 
masterful control. 

Man has survived by mastering the countless 
natural dangers and by harnessing natural forces to 
serve him in making life safer, richer, and happier. 
Terrible scourges, like the bubonic plague, or black 
death, that once ravaged the earth and decimated 
millions of the population, have been eradicated. 
Many diseases like diphtheria, yellow fever, cholera, 
typhoid, malaria, and others, that for centuries took 
a tremendous toll of life, have been practically 
stamped out by measures of public sanitation and 
hygiene. The story of medicine constitutes an epic 
of man’s continuing progress in arresting and con- 
quering disease. 

Not all menaces have been external visitations 
of nature. Many destructive dangers have been 
devised by man himself. Many man-made menaces 
are due to his mode of living, his occupations, his 
ignorance, carelessness, and his incredible folly. 
Imperialistic ambitions, chauvinistic nationalism, and 
tariff barriers have unleashed the unbridled passions 
of war. 

Destruction of our natural resources, reckless 
exploitation of our forests and agricultural resources, 

* Address delivered before the Controllers’ Sonne of the National 
Retail Dry Goods Association, Chicago, June 22, 1937. 

** Member, New York Bar; member, American Institute of Account- 
ants; ex- president, N. Y. State C. P. Society ; Associate Professor 


of Taxation, College of the City of New York: Author, “Federal Income 
Taxation.” 
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injudicious fiscal policies that flout established prin- 
ciples of economics, unenlightened labor laws that 
foster class dissensions in our society, racketeering 
which, like a parasite, exploits many industries, 
financial legerdemain and security manipulation 
these preventable man-created menaces augment the 
threats of nature. 

Taxation, wisely conceived and equitably applied, 
creates the revenues necessary to maintain our in- 
stitutions and to distribute their benefits throughout 
the land. But taxation, as history amply testifies, 
may become the most serious menace to institu- 
tional, social and economic life. It is my considered 
judgment that understanding of the present tax 
menace is more essential today than ever before in 
our own history. There is imperative need for a 
sane, scientific, integrated and equitable program of 
taxation. Perhaps you, in co-operation with other 
patriotic and informed organizations, may help avert 
the menace which today threatens America. 





Increased Governmental Costs 


HE cost of government in the United States is 
mounting rapidly, dangerously, and alarmingly. 
federal, state and local expenditures during the fiscal 
year 1936 reached the peak total of $17,399,000,000. 
A recent survey under the auspices of the Com- 
mittee on Taxation of the Twentieth Century Fund, 
estimated (on one of the several bases employed) 
that the federal, state and local governments will 
spend 

$17,699,000,000 in 1937 

17,656,000,000 in 1938 

17,910,000,000 in 1939 

18,150,000,000 in 1940 


Since 1903 our total governmental expenditures have 
increased over tenfold. In the last twenty-five years, 
they have increased more than six times. Nor is 
the end in sight. 


At the beginning of the century, the combined 
cost of federai, state and local governments was about 
$19 per capita. By 1934, while the population in- 
creased only 66%, the per capita cost increased by 
over 500%. 

The governmental purse appears to have no effec- 
tive defenders. The soldiers’ bonus is typical of 
successful recent attacks. You recall that in 1924 
the compensation of veterans was adjusted, increas- 
ing the basic allowance by 25% and adding thereto 
compound interest for twenty years, the whole to 
be paid in 1945, or sooner in the event of death. In 
1936, Congress overrode the President’s veto and 
voted immediate redemption of the 1945 value of the 
veterans’ bonus certificates. This advance payment 
of the bonus alone increased the 1936 federal ex- 
penditures by nearly 25%. 

Emergency and relief expenditures continue to be 
a tremendous drain on our national purse. The peak 
was reached in 1934 when over 4 billion dollars, 
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constituting 51% of the federal expenditures for that 
year, were spent for recovery and relief purposes. 
The expenditures in 1935 and 1936 for relief were 
$3,657 ,000,000 and $3,291,000,000, respectively, repre- 
senting 42% and 31%, respectively, of the total pay- 
ments made during those years. What the outlay 
for relief during subsequent years will be is problem- 
atical, although some reduction has been promised. 
To recognize the menace inherent in a national policy 
which sanctions such huge expenditures is not incon- 
sistent with sincere sympathy for the really needy. 


Demands on the Public Purse 


LL sorts of pressure groups are importuning 

Congress, state legislatures and local spending 
bodies to disburse the taxpayers’ money. Some of 
the objectives are necessary and praiseworthy, but 
surely not all are of equal merit, while some may be 
indefensible. The defeated Frazier-Lemke Farm 
Mortgage Bill would have increased the 1937 ex- 
penditures over the present official estimate by 40%. 
The Wagner housing bill proposed an expenditure 
of $250,000,000 per year, of which only $150,000,000 
would be ultimately repaid. 

Recently, at Atlantic City, the newly elected presi- 
dent of the Medical Society of New York propounded 
the question: “Has the individual a claim on gov- 
ernment for personal medical care?” Among the 
resolutions adopted by the medical association were 
proposals that provision be made for adequate medical 
care for the medically indigent, the costs to be met 
from public funds; that public funds should be ap- 
propriated for the support of medical education and 
research; and that public funds should be made 
available to hospitals that render service to the 
medically indigent. 

It is not my purpose to discuss the merits of 
socialized medicine, but to point out that the demands 
on the public purse and the stimulus to governmental 
spending are always with us and are constantly 
growing apace. The question that profoundly con- 
cerns all of us is: How long and how far can gov 
ernmental spending continue without inviting na- 
tional disaster? There must be some limit to govern- 
mental spending. 


Enormity of the Tax Bill Appalling 


HE revenues required to maintain the manifold 
activities of our federal, state and local govern- 
ments come from taxation or borrowings. The bur- 
den of taxation falls immediately upon the taxpayer. 
The expansion of the public debt increases the exist- 
ing burden of taxpayers to the extent of the annually 
recurrent interest and amortization charges and 
mortgages the future income of the country. 
During 1936, our federal, state and local govern- 
ments collected about ten and one-half billion dollars 
from taxation. During 1937, the tax burden will 
mount to $12,833,000,000, and it has been estimated 
that it will fluctuate between 1514 and 15% billion 
dollars through 1940. 
In the fiscal year 1919, at the close of the war 
period, the total tax collections amounted to 
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$7 465,000,000, 240.2% above the 1913 figure. Dur- 
ing 1937, the aggregate tax burden will establish a 
new high, more than 2™% billion dollars in excess 
of the last peak figure of $10,266,000,000 reached in 
1930. These amounts are so stupendous that they 
actually stagger the imagination. They are too 
astronomical tor ready comprehension. 


On the average, every man, woman and child in 
the United States pays $100.00 a year in taxes. The 
12 billion dollars in tax revenue which is being col- 
lected annually by federal, state and local govern- 
ments, is the highest in the nation’s history. The 
ratio of tax collections to national income was 18% 
for 1936, the highest for any year in the history of 
this country. 

The impact of taxes upon the individual cannot 
be appreciated by a mere consideration of averages. 
For all those who pay no taxes, or less than the 
average per capita, others bear a proportionately 
larger burden. Ina preliminary report of individual 
income tax returns filed to August 31, 1936, the 
Treasury Department revealed: 


(1) That 4,473,426 individuals filed income tax returns for 
1935 disclosing aggregate taxes of $654,118,000. 

(2) Over 89% of these individual tax returns accounted 
for $44,763,000 ofvtaxes—less than 7% of the total, 
an average tax of $11.21 for each return filed. 

(3) The remaining 480,799 taxpayers, 11% of the total 
number, accounted for approximately $609,355,000 or 
93% of the total taxes. 


lf we bear in mind that single individuals with 
incomes of $1,000 or less and married individuals 
with incomes of $2,500 or less are altogether exempt 
from the federal income tax and do not file returns 
which result in direct taxes, we realize the reason 
for the lamentable general lack of tax consciousness 


on the part of so many otherwise well-informed 
persons. 

Similar recent statistics are not yet available with 
respect to corporate income taxes. But I commend 
to your attention, as a model of intelligent and clear 
presentation, the tax data published in the May, 1937, 
issue of “Steel Facts,” the organ of the American 
Iron and Steel Institute. From this report, I cull: 


(1) During 1936, taxes paid to federal, state and local 
governments by 107 iron and steel companies which 
produced more than 90% of the industry’s output of 
finished products amounted to $105,850,000, a sum 
50% higher than in 1935, when the same group of 
companies paid $70,837,000. 

2) The taxes paid by the steel industry in 1936 were 
equivalent to a full year’s pay for 74,500 employees 

(3) These taxes represented an outlay of $169 for each 
employee on the payrolls during the year. 


(4) The taxes paid were substantially equal to the total 
of $109,240,000 distributed in dividends to the 456,106 
stockholders of the companies. 


Facts like these give point to the oft-repeated 
observation that government is the silent, inexorable 
partner of all in business, demanding an ever increas 
ing share of the earnings of industry, without, how 
ever, either sharing in the losses or even permitting 
such losses any longer to offset later gains, as Eng- 
land, for example, equitably continues to allow. And, 
possibly more inequitable still, is the denial of fair 
and adequate deductions for current capital losses. 
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Cumulated Federal Deficit 


r{ HIS is the seventh year of the severest depres- 
sion in history. England, for example, and she is 
not alone, has proceeded further along the road to 
recovery than the United States, as notably evi- 
denced in reduced relief expenditures and decreased 
unemployment. We have become almost callous to 
deficit financing. The deficits from 1931 to the pres- 
ent time exceed all peace-time deficits combined by 
a tremendous margin. During the five fiscal years, 
1932-1936 inclusive, the gross annual deficit exceeded 
three billion dollars, ranging between $3,068,300,000 
and $4,764,000,000. The net annual deficit (7. e., exclu- 
sive of debt retirements) during these years fluctuated 
between $2,606,700,000 and $4,361,000,000. The 
largest deficit in the history of the country was in- 
curred during the year 1936: $4,764,000,000, gross, 
and $4,361,000,000, net. The accumulated deficit for 
the last 61% years is close to 21 billion dollars, gross, 
and approximately 19 billion dollars, net. These 
astronomical figures convey no realistic significance 
to us. They justify propounding some questions: 
(1) How long could a private business survive in the 
face of continuing annual deficits? 
(2) How long would the credit of such an enterprise 
remain unimpaired? 
(3) Are the country’s resources so limitless that mount- 
ing and continuous deficits cannot affect its credit? 
(4+) Does not the presence of such deficits constitute a 


national menace? 
(5) What can we do about it? 


On June 30, 1929, the gross federal debt was 
$16,931,000,000. By June 30, 1936, it had practically 
doubled when it hit an all-time high of $33,779,000,000. 
During this same period the gross national, state 
and local public debt leaped from $33,691,000,000 to 
approximately $53,000,000,000, an increase of about 
$20,000,000,000. I.ast week the federal public debt 
reached a new high of approximately 36 billion 
dollars. 

The per capita gross public debt amounted to 
$376.24 on June 30, 1935. Of this total, the Federal 
Government accounted for $225.07 and State and 
local governments for $151.17. In the five-year 
period ended June 30, 1935, the per capita debt of 
all governments increased slightly less than $100, of 
which almost $94 per capita was due to the increase 
in the federal debt alone. When we review the situa- 
tion and note that the per capita debt of all govern- 
ments combined was only $59.28 in 1913; that it 
was pegged around $277 between 1928 and 1930; that 
it has been mounting persistently since then, reach- 
ing an all-time high of $376.24 on June 30, 1935; and 
that during the last fiscal year the federal debt alone 
has expanded by over five billion dollars; I ask, is 
it strange that serious students of economics and 
public finance view the situation with grave concern 
and regard it as a menace pregnant with disaster 
to our national economy ? 


Social Security Act May Solve Problem 


N ‘THE presence of the stupendous debt of 36 
billion dollars, the natural impulse would be to 
arrest recurring deficits and to reduce the debt as 
expeditiously as possible. This task, to many and 
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until a short while ago, appeared practically impos- 
sible of immediate solution. However, a mode of 
relief from this ominous tax burden may possibly 
be found in the new Social Security Act. Quite 
suddenly, possibly adventitiously, surely without a 
publicly expressed purpose, the reserves required 
under the Act may provide the means of extinguish- 
ing the national debt, or, at least, cancelling the claim 
of outside creditors. You will recall that the Act 
provides for the creation of reserves which must be 
invested in federal securities bearing 3% interest; 
that at the end of this month the reserve is estimated 
to amount to 253 million dollars, and that by 1980 
the maximum reserve of 47 billions is reached. The 
existing national debt amounts to approximately 
36 billion dollars. Of this amount there will mature 
or become callable by the end of 1945, approximately 
$7,842,000,000 in long-term government obligations. 
lt is estimated that on June 30, 1945, the Social 
Security reserve will amount to $6,884,000,000. 

It is obvious, if the actuarial estimates are realized, 
that by the end of the fiscal year 1945, the Treasury 
will have sufficient funds on hand, without additional 
borrowing and without the need of increased taxes, 
to retire close to 88% of the then maturing and 
callable national debt by substituting therefor new 
3% Social Security obligations. By 1980 over 10 
billion dollars of reserve funds in excess of the 
amount required to retire the entire existing national 
debt will be available. While other fiscal implica- 
tions crowd in for analysis and discussion, we must 
restrict ourselves to the relationship of the Social 
Security reserves to the menace of the tremendous 
existing national debt which every instinct of prudent 
financing would wish to see radically reduced. Ap- 
parently, the menace per se disappears and there is 
substituted for the existing low interest debt per- 
manent carrying charges on an equivalent 3% debt. 
At the peak, if actuality confirms the estimate, the 
American taxpayer will be permanently confronted 
with the need of providing approximately 1% billion 
dollars of carrying charges on the Social Security 
obligations. Here we have an illustration of a 
menace averted, at least partially, either through 
legislative muddling or deliberate planning in ways 
yet unrevealed. 


Apparent Consequences of the Fiscal Policy 


ISTORY is a mirror that reflects the events of 

the past. It also indicates trends and tend- 
encies that project into the present and the future. 
On the basis of the lessons that history teaches, 
let us attempt to appraise and evaluate the conse- 
quences of the fiscal and tax policies of our national 
government. 

We recall that in the annals of man the complaint 
against heavy and burdensome taxes is a frequent 
and oft-repeated theme, and that dire consequences 
befell offending and ill-advised rulers and nations 
when popular and justified protests went unheeded. 

In the Book of Kings, we are told of the rebellion 
of Israel against Rehoboam, the son and successor 
of King Solomon, which ensued upon his refusal to 
lighten the heavy burden of taxation. 
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We should recall the proverb that was current 
throughout Europe for many centuries: “Where the 
hoof of the Turkish horse struck the ground, grass 
refused to grow.” As Dr. Alvin Johnson has trench- 
antly put it: 


““ 


The Turk took one-tenth of every man’s prod- 
uct in taxation. The flourishing industry and agriculture 
in Asia Minor did not die all at once. It gradually decayed. 
We are already taking in federal state, and local taxation, 
direct and indirect, more than the ruinous Turkish tithe. 
We are lost if we fall generally into the delusion that the 
tax-paying capacity of this country is indefinite.” 

One of the major causes of the French Revolution 
was the crushing tax burden which deprived citizens 
of all incentive to produce. The story is most inter- 
estingly told in the Cambridge Modern History. 
French “taxpayers deliberately lowered their stand- 
ards of living, and refused to stock or cultivate their 
farms to the best advantage, having found by 
experience that the increased taxation following upon 
any evidence of improvement was often more than 
* * * the fruits of increased industry and enterprise. 
The taille was in this way a distinct check to the 
creation of wealth, and to the increase of comfort.” 

That inequitable and ruinous fiscal burdens may 
be at the root of revolutions is abundantly illustrated 
in our own times by the Russian revolution, by the 
Mexican revolution, by the Spanish revolution, and 
by the unhappy plight of post-w ar Europe today. 
The maxim, “history repeats itself,” may be criticized 
as OV ersimplification. The past may not reproduce 
itself in every detail, but it is no doubt true that 
the fundamental patterns of history do tend to repeat 
themselves, for similar causal events give rise to 
similar consequences. 

The President recently quoted the late Mr. Justice 
Ilolmes: “Taxes are what we pay for civilized so- 
ciety.” If the price is fair and equitable, few men, 
indeed, will protest against paying it. If, however, 
the price is exorbitant, ruinous and inequitable, irre- 
sistible protest will follow. 


Effects of Discriminatory Taxation 


fe menace of present-day taxation and fiscal 
policies is evidenced in many directions. The 
enactment of the Pennsylvania chain store tax bill, it 
is reported, will close from 3,700 to 11,000 chain units 
in that state alone, thus once again confirming the 
validity of the famous dictum of Chief Justice 
Marshall that “the power to tax involves the power 
to destroy.” Discriminatory and unfair taxation 
has caused many enterprises to migrate to more 
favorable states and communities. It is unfortunate 
that we do not have statistics to show how many 
business enterprises have been “steuervertotet” (as 
the German phrase goes, that is, “taxed to death’) 
or how many businesses have been taxed into exile 
to escape national, state and local tax burdens. The 
threatened migration of the New York Stock Ex- 
change in 1933, from New York City to Jersey City, 
together with many brokerage and investment firms, 
is symptomatic of what happens when a new and 
burdensome levy is proposed to be added to the 
already existing burden of taxes. The municipal 
authorities reconsidered and withdrew the proposed 
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tax, thereby averting the removal of the Stock 
Exchange. In 1935, the motion picture industry of 
California threatened to move out of the state be- 
cause of additional taxes proposed to be levied by 
the legislature, but abandoned that intention when 
the proposed taxes were withdrawn. 


Avenues of Escape 


EPARTMENT of Commerce figures show that 

about 58 billions of dollars are invested in 
wholly or partially tax-exempt governmental se- 
curities. This is an inviting avenue of escape from 
the menace of excessive and burdensome taxation. 
Is there any wonder that men of substantial means 
seek the lawful haven of tax-exempt securities and 
avoid the risks of investing their capital in new in- 
ventions and in the development of new industries or 
in expanding existing enterprises, when the tax col- 
lector steps in and appropriates an inordinate share 
of the profits, if there are any, whereas the taxpayer 
absorbs the entire loss, in the event that the enter- 
prise goes on the rocks? Although the extent thereof 
is not statistically measurable, we must agree with 
the findings of the Twentieth Century Fund that it 
can reasonably be stated that high income taxes at 
progressive rates tend to draw investors away from 
fields in which the risk is great, into safer types of 
business venture and into tax-exempt securities, 
thereby depriving business initiative of capital to the 
extent that the total of outstanding tax-exempts is 
increased. 

Is it not strange that with the need for federal 
revenue at a maximum, legislation tends to dry up 
revenue sources by unfair and oppressive taxes? The 
point might easily be illustrated by reference to high 
individual income tax rates and unconscionably 
heavy income, surtax, capital stock, and excess- 
profits tax levies on corporations. Legislators must 
recall the fable of the goose that laid the golden 
egg; they must likewise know that the existing 
corporate tax policy will inevitably intensify the 
effects of future depressions. But all of this is 
familiar ground. 

Early in June the President dramatically publicized 
familiar attempts to escape from the menace of tax- 
ation by means of tax avoidance and tax evasion 
devices; his message naturally commanded nation- 
wide attention. 

It goes without saying that the tax dodger, who 
evades his lawful tax obligation, thereby depriving 
the government of needed revenue, imposing greater 
burdens on honest taxpayers, deserves nothing but 
contempt and punishment. He is in the same class 
as the criminal, the racketeer and other malefactors 
who break the law. 

Surely, no one would wish to heap scorn and 
criticism upon the great body of honest taxpayers 
who seek to arrange their business transactions so 
as lawfully to incur a minimum of tax liability. The 
great jurist, Oliver Wendell Holmes, whom the 
President quoted with approval in his recent message. 
pointed out that lawful tax avoidance raised no 
moral issue. In the famous case of Bullen v. Wis- 
consin, he said: 


(Continued on page 626) 
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Estate Taxes on Life Insurance Paid 


from Community Funds 


Decisions and 
rulings on the 
subject of com- 
munity proper- 
ty are analyzed 


By DAVID 
TANNENBAUM+* 





INCE July 29, 1927, the laws of the State of 
. California have provided that the respective 

interests of the husband and wife in commun- 
ity property are present, existing and equal. The 
husband retains the management “and control of the 
community property but cannot make a gift of the 
community without the written consent of the wife. 
The husband, in the management of the community 
property, is the agent for the community. The pur- 
chase of life insurance is a business investment. If 
the husband purchases life insurance policies with 
community funds, payable to a third person, the wife 
may, upon the death of the husband, recover one- 
half of the proceeds of the policies. In Martinez v. 
Hudson, (14 Cal. App. 2d 42) (1936) the court said: 


“A spouse cannot give away more than his one-half of 
the community property by will, insurance or otherwise.” 

If the husband, using community funds, purchases 
life insurance, shall the entire proceeds of the polli- 
cies be included in his gross estate less the $40,000 
exemption, if payable to a beneficiary other than his 
estate; or may the wife who, under the California 
law, has a vested interest in the policy and who may 
recover one-half of the proceeds, claim one-half of 
the proceeds exempt from Federal estate taxation 
upon the grounds that as to one-half no interest 
passes by reason of the death of the husband? 


The Price Case 


SHOULD think the answer would be in the 
affirmative, but two United States Circuit Courts 
have, with dissenting opinions in each case, an- 
swered in the negative. The most recent case is en- 


titled Bank of America National Trust & Savings 


* Member, California Bar; formerly Assistant Inheritance Tax At- 
torney, in charge of the Southern Division for the State of California. 





Association, Exr., Estate of Merton J. Price, Dec’d, 
Petitioner, v. Commissioner of Internal Revenue, Re- 
spondent, decided June 21, 1937, by the Ninth Circuit, 
case No. 8356. The decision affirms the holding of 
the Board of Tax Appeals reported in 34 BTA 
684. The dissenting opinion was written by Justice 
Wilbur. The case is of exceptional interest to those 
concerned with community property. 


The facts were more or less stipulated. Decedent 
had taken out four life insurance policies on his 
own life in 1927 and 1929 totalling $45,000 and paid 
all of the premiums from community property funds. 
He died in 1932. The petitioner, as executor of the 
estate which was probated in California, included 
in the estate tax return only one-half of the amount 
of the policies in the gross estate. The stipulation 
of fact does not show to whom the policies were 
payable but the court presumed they were payable 
to a person other than the wife and not to the estate 
itself. The Commissioner, on the other hand, in- 
cluded the full amount of the insurance, allowing the 
exemption of $40,000, and taxed the $5,000 excess. 
As already stated, the Board of Tax Appeals as well 
as the majority of the court sustained the Commis- 
sioner’s determination. 


Section 16la of the California Civil Code provides 
as follows: 


“16la. Interests in Community Property. The respec- 
tive interests of the husband and wife in community prop- 
erty during continuance of the marriage relation are present, 
existing and equal interests under the management and 
control of the husband as is provided in sections 172 and 
172a of the Civil Code. This section shall be construed as 
defining the respective interests and rights of husband and 
wife in community property.” 


Section 172 of the same Code provides as follows: 


“172. Management of Community Personal Property. 
The husband has the management and control of the com- 
munity personal property, with like absolute power of 
disposition, other than testamentary, as he has of his 
separate estate; provided, however, that he cannot make 
a gift of such community personal property, or dispose 
of the same without a valuable consideration, or sell, con- 
vey, or encumber the furniture, furnishings, or fittings of 
the home, or the clothing or wearing apparel of the wife 
or minor children that is community, without the written 
consent of the wife.” 


Section 302 of the Revenue Act of 1926 provided 
as follows: 


“The value of the gross estate of the decedent shall be 
determined by including the value at the time of his death 
of all property, real or personal, tangible or intangible, 
wherever situated. . 

“(g) To the extent of the amount receivable by the 
executor as insurance under policies taken out by the 
decedent upon his own life; and to the extent of the excess 
over $40,000 of the amount receivable by all other bene- 
ficiaries as insurance under policies taken out by the 
decedent upon his own life. . 


The court in its opinion in addition to the refer- 
ences to the above statutes, refers to Article 25 of 
Treasury Regulations 70 and 80 providing in part: 








“The statute provides for the inclusion in the gross 
estate of insurance taken out by the decedent upon his 
own life, as follows: (a) All insurance receivable by, or 
for the benefit of, the estate; (b) all other insurance to 
the extent that it exceeds in the aggregate $40,000.” 


The opinion then quotes further from Article 25 of 
Regulations 70: 

. Where a portion of the premiums were paid by 
the beneficiary and the remaining portion by the decedent, 
the insurance will be deemed to have been taken out by 
the latter in the proportion that the premiums paid by 
him bear to the total of the premiums paid.” 


This article was amended in Regulations 80 where 
it was provided that: 


Insurance is considered to be taken out by the 
decedent in all cases, whether or not he makes the applica 
tion, if he pays the premiums either directly or indirectly, 
or they are paid by a person other than the beneficiary, 
or decedent possesses any of the legal incidents of owner- 
ship in the policy... .” 


The court says: 


“Under section 302g, the entire $5,000 must be included 
in the gross estate if the one condition named in the 
statute is met, namely, that such amount was receivable 
‘under policies taken out by the decedent upon his own 
life’ Since that fact was stipulated, it would seem that 
the case was ended when the stipulation was agreed upon. 
The aet in question imposes ‘a tax on the privilege of 
transferring the property of the decedent at death, meas- 
ured by the value of the interest transferred or which 
ceases at death.’ Chase National Bank v. United States, 
278 U. S. 327 at 334. Proceeds of life insurance are prop- 
erly taxable as such a transfer, which is effected by death 
of decedent.” 


The taxpayer contended that under the commun 
ity property law the wife was the owner of one-half 
of the proceeds of the insurance and that, therefore, 
the decedent had no power of disposition and con- 
trol at his death over the wife’s half of such pro 
ceeds and consequently the wife’s half should not be 
included in the husband’s estate. The court replied 
to this argument by citing Burnet v. Harmel, 287 
U. S. 103 at 110 as authority for the rule that: 


“State law may control only when the Federal Taxing 
Act, by express language or necessary implication, makes 
its Own operation dependent upon state law.” 


‘The court then says: 


“There is nothing in the instant statute which says or 
implies that its operation is dependent upon local law. 
The Supreme Court so construed the same statute in 
Porter v. Commissioner, 288 U. S. 436, saying, ‘the net estate 
as there used, does not mean an amount to be ascertained 
as such under any general rule of law or under statutes 
governing the administration of estates, but is the gross 
estate as specifically defined in section 302, less deductions 
permitted by section 303.’ Therefore, whatever the local 
law may be, we believe it to be immaterial, and the Board’s 
decision to be correct under Chase National Bank v. United 
States, supra. Petitioner says that case is distinguishable be- 
cause there the insured paid all of the premiums. That 
is a distinction without a difference, for the fact is im 
materfal in our view. Petitioner also urges that since 
decedent had no power of disposition over his wife’s half 
of the proceeds, to tax it would constitute violations of 
the fifth amendment to, and Sections 2 and 9 of Article I 
of, the Constitution. This contention is based upon the 
assumption that local law is applicable, an assumption 
which, we believe, is incorrect. 

“We are not determining the validity of Article 25 of 
Regulations 70. The provision quoted deals with a case 
where ‘a portion of the premiums were paid by the bene- 
ficiary.” Here the premiums were paid out of community 
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property, but we do not know who the beneficiary was. 
Therefore, the provision is not in question. 

“Petitioner strongly relies on JI’alker v. United States, 
83 Fed. (2d) 103. Insofar as that case is contrary to what 
we have said, we are unable to follow it.” 


Dissenting Opinion 
] parmee WILBUR, in his dissenting opinion, 


notes the fact that the policies were procured 
and the premiums paid from the community pro- 
perty of the deceased and his wife, acquired after 
July 29, 1927, the-effective date of the amendment 
to section 16la of the California Civil Code, vesting 
a half interest in the community property thereafter 
acquired, in the wife. Ile refers to the opinion of 
the Board of Tax Appeals which concluded that it 
was unnecessary to decide the exact interest of the 
wife in the policies for the reason that in its opin- 
ion the proceeds of the policies were taxable as part 
of the estate under section 302g which provided for 
the inclusion in the gross estate of the proceeds of 
insurance policies to the extent of the excess over 


$40,000. The Board said: 


.. That there was such a shifting of economic interest 
upon the death of the decedent as justified the imposition of 
the estate tax regardless of the California law fixing the in 
terests of the wife therein.” (Italics supplied.) 


Justice Wilbur then says: 


“The effect of this amendment (California Civil Code, 
section 16la) has been considered by the Supreme Court 
of the United States in United States v. Malcolm, 282 VU. S. 
792 and by this court in Sherman v. Commissioner, 76 Fed. 
2d 810. It was held in these cases that under section 16la, 
supra, the wife has such a vested interest in the community 
income that she may separately report and pay the tax on 
one-half of it. It is not contended by the respondent that 
the interest of the wife in the community estate is taxable 
as a part of the husband’s estate at the time of his death. 
Respondent’s contention is that at the time of the dece- 
dent’s death there was a sufficient shifting of economic 
benefits from the decedent to the beneficiaries of the 
policies to bring the case at bar within the principles 
announced by the Supreme Court in Chase National Bank 
v. United States, 278 U. S. 327, and within Treasury Regu- 
lations 80, Article 25.” 


Court’s Holding in The Chase 
National Bank Case 


S TO the Chase National Bank case cited by the 
majority of the court as authority that the 
Revenue Act imposes the tax on the privilege of 
transferring the property at death, measured by the 
value of the interest transferred or which ceases at 
death, Justice Wilbur says: 


“Tt was held that the tax imposed by these sections was 
not a direct tax on the policies or their proceeds, but a 
tax on the privilege of transferring property of a decedent 
at death; that the termination at death of the power ot 
the decedent to change beneficiaries of all rights under the 
policies, was the legitimate subject of a transfer tax... . 
In applying the rule announced by the Supreme Court 
(Chase National Bank v. United States, 287 U. S. 327, supra), 
it is necessary to distinguish the results of the husband’s 
action when acting on his own behalf and when acting on 
behalf of the community. Under the law of California 
the interest of the wife in community property acquired 
after July 29, 1927, is identical with that of the husband, 
except that he has power to manage the community estate 
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and contracts made by him in relation thereto are binding 
on the community, except in certain matters which are not 
involved herein. When the husband acts for the com- 
munity the contract is made on behalf of the community 
in which the huband and wife have an equal interest. 
Thus an insurance policy on the husband’s life, paid for 
with community funds, is not a policy ‘taken out by the 
decedent upon his own life’ (section 302, subdivision g, 
Revenue Act 1926, supra), but is a policy taken out by 
the community upon the husband’s life. Although by the 
terms of the policy the insured husband may have certain 
rights with regard to a change of beneficiary, etc., these 
rights are qualified in law by the fact that when he exer 

cises the right he acts not for himself, but for the com- 
munity, that is, for himself as a member of the community 
and also for his wife, who is likewise a member of the 
community. Although the interest of the wife in specific 
community property may be disposed of by the husband, 
a corresponding interest of the wife immediately vests in 
the proceeds. It is community property. Where there 
are no proceeds, the husband is deprived of authority to 
make the transfer, and in such a case the wife may attack 
the validity of the transaction and assert a right in the 
specific property thus transferred. California Civil Code, 
section 172. Thus in exercising his rights under the in- 
surance policy, if the husband surrenders the policy, half 
the surrender value paid to him would belong to her as 
her interest in the community. If he borrowed money 
on the policy half of it would belong to her as community 
property. If he changed the beneficiary the wife’s interest 
would not be affected by such change, if made without 
consideration, and she would be entitled to insist upon the 
payment to her of one-half the amount of the policy upon 
the death of the hushand. We conclude that the policies 
in the case at bar cannot be considered as taken out ‘by 
the decedent upon his own life’ (section 302g, Revenue 
Act 1926, supra), but is one taken out by the decedent 
on his life on behalf of the community and that in legal 
effect one-half of the amount of the policies must be con- 
sidered as taken out by him on behali of the wife, or as 
taken out by her. Consequently, I believe that the wife’s 
interest in the proceeds of these policies does not come 
within section 302, subdivision g. (See Halker v. United 
States, 83 Fed. (2d) 103.) It is not questioned that as to 
one-half of the insurance involved it was in legal effect 
taken out by the decedent and was taxable.” ; 


Newman v. Commissioner 


OUISIANA is a community property state. 

The case of Newman v. Commissioner, decided 
by the Fifth Circuit and reported in 76 Fed. (2d) 
149, likewise, by majority decision, held the entire 
proceeds of the policies includible in the husband’s 
estate, although the premiums were paid from com- 
munity funds. Justice Wilbur, discussing the New- 
man case in his dissenting opinion in the Price case 
Says: 


“The respondent relies upon the decision of the Circuit 
Court of Appeals of the Fifth Circuit in Newman v. Com- 
missioner, 76 Fed, (2d) 449. The dissenting opinion of 
Circuit Judge Sibley in that case is in accord with my 
view. The decision of the majorit-- seems to be based, 
in part at least, upon the law of Louisiana, making the 
entire proceeds of such a policy taken out by the husband 
for the community and paid for by the community funds, 
a gift to the wife, vesting in her upon his death as her 
separate property, hence, taxable. Although in California 
a husband can make a gift of community property to his 
wife which becomes the separate property of the wife 
under the 1927 amendment of the community property 
law of California (section 16la, Civil Code), the effect of 
such a transfer as to that half of the property in which 
the wife already has a vested interest, would merely be 
to give to her the right of management in the property 
previously exercised by the husband. The husband can 
not give property to the wife that she already owns... . 

“Tt may be here stated that the right of the wife in and 
to any specific piece of community property is effected 
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by the death of the husband because her right to enjoy 
or dispose of the property is no longer modified by the 
managerial control theretofore exercised by the husband. 
Such a shift of control has not been deemed sufficient to 
justify the taxation of her property as a part of the estate 
of the husband (Estate of Edward F. Sweeney, 15 B. T. A. 
1287, Washington community property law); ... and the 
same rule should be equally applicable to that portion of 
the estate invested in life insurance.” 

In other words, the dissenting opinion of Justice 
Wilbur is predicated upon his conclusion that the 
interest of the wife in the insurance policies is not 
a part of the estate and therefore not taxable under 
Article 25 of Treasury Regulations 70 and 80. 


. 


Community Property Law in California 


T WILL thus be observed that the point in issue 
is whether upon the husband’s death there was a 
cessation of such rights or a passing of such interest 
as to the wife’s half of the insurance policies or pro- 
ceeds therefrom as to justify the inclusion of that 
half in the husband’s estate for federal estate tax 
purposes. Perhaps an examination of the California 
community property laws to determine the nature 
of the respective interests will be helpful. Eight 
states have community property laws. 

“Community property in California is wholly a matter of 
statutory regulation and the rights, privileges and powers 
of the husband and wife in respect to such property are 
just what the statutes have made them.” 3 Cal. Jur. 
Suppl. 479. , 

Without tracing in detail the interesting history 
of the community property laws in California, suf- 
fice it to say that the California law is derived from 
the law in Mexico, which in turn was derived from 
the law of Spain, and that under the treaty of Guad- 
alupe Hidalgo of February 2, 1848, the Supreme 
Court of California in Racouillat v. Sansevian (32 
Cai. 376) held that a married woman who acquired 
property prior to the cession of California, was en- 
titled to exercise the powers she had under the Mex- 
ican system, even after the common law was 
adopted. Thereafter, after a series of most interest- 
ing decisions and statutory enactments of one kind 
or another, gradually increasing the interest of the 
wife in the community property, section 16la of the 
California Civil Code was enacted and became effec- 
tive on July 29, 1927, giving the wife “a present, 
existing, and equal interest under the management 
and control of the husband. . .” 

“The proceeds of policies of insurance on the husband's 
life, the premiums for which are paid out of community 
funds, although the contract cannot be performed during 
his lifetime, are treated as community property. (3 Cal. 
Jur. Suppl. page 509 and cases cited in note 4 therein.) 

“The authorities in some of the other community prop- 
erty states are opposed to this view. The Texas cases in 
part rest upon the theory that since the proceeds are not 
paid or payable until the death of the insured, they are 
fot acquired during the marriage and hence do not con- 
stitute community property. In Louisiana the status of 
the avails of the insurance in favor of the estate of the 
insured as community property or property of the hus- 
band’s separate estate, depends upon whether the contract 
was made during the marital community. In California 
the courts look to the source from which the premiums 
were paid, and, if that was community funds, hold that the 


proceeds of a policy made payable to a third person are 
community property. It is to be noted that the Federal 
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Court sitting in Washington has followed the California 
authorities as the correct statement of the Washington 
law on the subject. 


The widow, therefore, under the rule laid down 
in Trimble v. Trimble, 219 Cal. 340, would take one-half 
of the proceeds of a policy on her husband’s life which 
is payable to a third person, notwithstanding the special 
contract with the insurance company, if all the premiums 
were paid from community funds, or she would take a 
ratable proportion if they were only partly paid therefrom.” 
(3 Cal. Jur. Suppl. 510, 511.) 

“Tt is a settled principle that property does not lose its 
character as separate or community by a change in form 
or identity.” 3 Cal. Jur. Suppl. page 520. 

“Community property invested by one of the spouses 
in a partnership enterprise remains community property. 
3 Cal. Jur. Suppl. page 522 

“.. Ina recent Federal case involving income taxes it 
was held that income derived from property which was 
purchased with funds which had been deposited in a joint 
bank account and which had been taken in the hushand’s 
name was presumptively community income where there 
was no proof of the agreement with the bank as to the 
ownership of the funds and no proof of an understanding 
between the spouses as to the ownership of the funds... 
withdrawn from the account. Pedder v. Commissioner of 
Internal Revenue, C. C. A. Ninth Circuit, 60 Fed. (2d) 866.” 
3 Cal. Jur. Suppl. page 523. 


The profits derived from investment of community 
funds are obviously community property. Even 
damages recovered for personal injuries by either 
husband or wife constitute community funds. 


“The dissolution of the marriage relation does not fore- 
close a wife’s right to her interest in any property which 
may have been used in the payment of insurance premiums, 
and the court is empowered to cause the husband to make 
compensation out of his separate property for the benefit 
of the wife, to the extent that her community right has 
been invaded by the payment of premiums upon a policy 
where she would have no right to share in the proceeds 
in the event of the policy having matured.” Gelfand v. Gel- 
fand, 136 Cal. App. 448. 3 Cal. Jur. Suppl. page 548. 


In Blethen v. Pacific Mutual Life Insurance Com- 
pany, 198 Cal. 91, it was held that the gift of the 
policy by the husband was valid until avoided by 
the wife. 


“Statements by the husband that he had the power to 
convey property acquired by him during marriage are in- 
sufficient to overcome the presumption that such property 
is community.” 3 Cal. Jur. Suppl. page 578. 

“A great deal of discussion has been had in recent years 
as to the nature of the wife’s interest in the community 
property under the California system. Three distinct theories 
at least have been evolved in the community states re- 
spécting the nature of the wife’s interest in community 
property. The first adopted in California and adhered to 
until 1927 has treated the wife’s interest as a mere ex- 
pectancy; the second, represented by Texas, holds that 
the wife has a vested right, the legal title being in the hus- 
band, subject to her equitable interest; and the third 


theory is that her interest in the community property is . 


a vested legal one. This view has been expressed in Wash- 
ington and Arizona. ... In most states where the com- 
munity property system exists the courts say that the wife 
has a vested interest in the community property. Some- 
times it is spoken of as a joint ownership, sometimes as 
an interest equal to the husband’s, sometimes it is referred 
to as the same in degree, quality, nature, and extent, as 
the husband’s interest, and again it has been said that the 
interest of the wife in the community property and her 
title thereto is no less than that held by the husband. But 
whatever the particular nature of the interest, the usual 
theory is that it is a vested interest of some sort in the 
wife, even during the existence of the community.... In 
Louisiana the character of property cannot be changed 
by post-nuptial agreements, while in California the wife 
may be given her earnings by the most informal under- 
standing with her husband after the marriage has taken 
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place, and this, in fact, is frequently done. It is true 
that under the Louisiana law the wife may secure a divi- 
sion of the community when the husband mismanages the 
property, even though he is not wasting her separate estate 
and though she merely desires to protect her future earn- 
ings. But in California, she has from early days had the 
privilege of becoming a sole trader and thus making her 
gains and earnings her separate estate, and since 1917 
she has had the power to secure a division of the com- 
munity property without divorce. Under the Louisiana 
Civil Code the husband may make gifts of specific personal 
property without the wife’s consent, though after dissolu- 
tion of the community his estate will have to account for 
them.... 

“The realities of the situation between the spouses are 
not explained by phrases like ‘vested,’ ‘interest,’ or ‘mere 
expectancy, but by ascertaining what powers and rights 
the wife may exercise and enjoy with respect to the com- 
munity property.” 3 Cal. Jur. Suppl. page 586, et seq. 

“While it has been suggested that this legislation (Cali- 
fornia Civil Code, section 16la) has not transformed the 
wife into a joint owner, and that it simply characterizes 
and particularly defines what she had previously been 
given, the latter suggestion has been definitely overruled. 
And the United States courts have recognized that for 
income tax purposes the section confers a vested interest 
upon the wife. With reference to the question as to the 
exact nature of the wife’s interest, it has been suggested 
that as to community property acquired after 1927, the hus- 
band and wife hold not as joint tenants, tenants in com- 
mon, nor in co-partnership, but rather that each has a 
present title and ownership to an equal portion, the wife’s 
interest being subject to such power of management and 
control in the husband as public policy expressed through 
appropriate statutory provisions may deem desirable.” 3 
Cal. Jur. Suppl. page 597. 

“It is held by the Supreme Court of the United States 
that the test of the right of a husband and wife to file 
separate income tax returns, each treating one-half of the 
community income as his or her respective income, is the 
ownership of the income. Bender v. Pfaff, 282 U.S. 127. 

. With reference to California the United States Supreme 
Court, reversing the holding of lower Federal courts, held 
that since the California law prior to 1927, gave the wife 
a mere expectancy, the income which constituted com- 
munity property was taxable to the husband alone, and 
that he was not entitled to make a separate return of 
one-half only of such income. But with reference to the 
rule since the enactment of section 16la of the Civil Code, 
the Supreme Court, following the decisions in respect of 
other community states, has held that the entire income 
of a husband and wife domiciled in California need not 
be returned and the income tax thereon paid by the hus- 
band, and that the wife has such an interest in the com- 
munity income that she should separately report and pay 
tax on one-half of such income. United States v. Malcolm, 

282 U. S. 792; Sherman v. Commissioner of Internal Revenue, 
76 Fed. (2d) 810.” 3 Cal. Jur. Suppl. 599 et seq. 


Husband and Wife Having 
Equal Ownership 


HE MAJORITY of the court in the Price case 

had said that the state law may control only when 
the Federal Taxing Act by express or implied lan- 
guage, makes its own operation dependent upon state 
law and then stated that there is nothing in the in- 
stant statute which says or implies that its operation 
is dependent upon local law. But if the state law 
provides that the wife has an equal ownership with 
the husband in the community property, then the 
Federal statute under consideration in the Price case 
taxed that which is not, according to state law, the 
husband’s at all. 


“The United States courts have held that state rules 
of property control them in the matter of Federal taxes 


on estates. Tyler v. United States, 281 U. S. 497; Hernandez 
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v. Becker, 54 Fed. (2d) 542. Accordingly, in a case involv- 
ing one who died prior to 1923, when the California statute 
provided that on death of a husband intestate, one-half 
of the community property went to the surviving widow 
and the remainder to his descendants, it was held by the 
Circuit Court of Appeals that the interest passing to the 
surviving wife was subject to taxation under the Federal 
inheritance tax statutes, because under the law at the time 
she did not have a vested interest and there was a transfer 
of an estate to her within the meaning of the Revenue Act. 
Talcott v. United States, 23 Fed. (2d) 897. In Talcott v. 
United States, supra, the court says that Wardell v. Blum, 
276 Fed. 226, holding otherwise, has been impliedly over- 
ruled by United States v. Robbins, 269 U. S. 315.” 3 Cal. 
Jur. Suppl. 605, et seq. 

“The addition in 1927 of Civil Code, section 16la, defining 
the interests of the spouses and community property, did 
not interfere with the husband’s right in this respect, but 
in fact expressly recognize it.” 3 Cal. Jur. Suppl. 608. 


Where Husband Merely 
Manages Property 


OES the mere fact that the husband retains the 

right of management under the California law, 
justify the inclusion in his estate of that property 
which he does not own? Since the husband alone 
has the management and control of the community 
property it has been held that the wife is not a proper 
party plaintiff in an action to recover it. Cutting v. 
Bryan, 206 Cal. 254. (3 Cal. Jur. Suppl. 612.) Gifts 
made by a husband without the wife’s consent remain 
valid until avoided by the wife. Blethen v. Pacific 
Mutual Life Insurance Co., 198 Cal. 91. A nominal 
consideration will, of course, not prevent a convey- 


ance from being a gift. Pomper v. Behnke, 97 Cal. 
App. 628. 


Other Important Cases Digested 


N THE case of New York Life Insurance Company 

v. Bank of Italy, decided in 1923, the Supreme 
Court of California held that where the premiums 
on an insurance policy issued on the life of the hus- 
band were paid entirely from community funds, the 
policy was a community asset; that under section 172 
of the Civil Code the husband could not make a 
valid gift thereof, by naming a third person as bene- 
ficiary without the written consent of the wife; and 
where the policy so provided, the transaction as to 
one-half was a nullity and she, upon his death, could 
recover one-half of the proceeds of the policy. In 
the case of Dixon Lumber Company v. Peacock, 217 
Cal. 415, decided in 1933, the court held that though 
the insured had the right, by contract with the com- 
pany, to change the beneficiary in a policy without 
his wife’s consent, where she was originally named 
as such in the policy, any such change without her 
consent and without a valuable consideration was 
voidable as to her and she could maintain an action 
after his death to recover her one-half of the com- 
munity property. 

The rule that upon the husband’s death the one- 
half is not a part of his estate, was convincingly 
analyzed and stated by the California Supreme Court 
in the case of Dargie v. Patterson, 176 Cal. 714. This 
case held that the executors of the husband’s will 
were not proper parties to the action to recover the 
community—the wife being the proper party plain- 
tiff. Likewise it has been held that the administra- 
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tor of the husband’s estate is not entitled to ‘the 
possession and control for purposes of administra- 
tion or payment of inheritance taxes of property so 
recovered by the wife where community property 
was conveyed by the husband in defiance of section 
172 of the Civil Code. McDougald v. First Federal! 
Trust Company, 186 Cal. 243. 

Even though the insurance company rightfully 
paid the proceeds of the policy to the sister of the 
decedent as his beneficiary where the premiums were 
paid with community funds and the company had 
no notice of an adverse claim, yet in Blethen v. 
Pacific Mutual Life Insurance Company, 198 Cal. 91, 
our Supreme Court held that the wife could recover 
one-half of the proceeds from the beneficiary to 
whom the proceeds had already been paid by the 
company. The law is now well settled in California, 
that during the lifetime of the husband community 
property given away by him may be avoided by the 
wife upon her action and restored in whole to the 
community (see Trimble v. Trimble (1933) 219 Cal. 
340) and that as to community property given by 
the husband and pursued by the wife after the hus- 
band’s death, one-half may be recovered by her, the 
other half being deemed in the nature of a testamen- 
tary gift by the husband of the one-half of the com- 
munity property which the law permits him to pass 
by his will or testamentary disposition. See Travel- 
lers Insurance Company v. Fancher, (1933) 219 Cal. 
351; Beemer v. Roher, (1934) 137 Cal. App. 293; 
Britton v. Hammel, (1935) 90 Cal. Dec. 489. It seems 
generally settled that only one-half of the commun- 
ity property should for estate tax purposes be included 
in the gross estate of a deceased spouse. (C. B. 4, 
238, T. D. 3138.) At least this seems to apply to 
seven of the community property states exclusive 
of California, and since the enactment of section 
16la of the Civil Code, California will probably be 
in line with the other community property states. 
“Tt has been determined that an insurance policy 
in legal contemplation is property and that the pro- 
ceeds of a policy, the premiums on which have been 
paid from the community, are community property.” 
(Travellers Insurance Company v. Fancher, 219 Cal. 
351). 

It is, therefore, not clear to me why a distinction 
should be made which permits the exemption of one- 
half of the community property other than insurance 
in the husband’s estate but requires that an insur- 
ance policy must be included in whole in the hus- 
band’s estate for estate tax purposes. 


Walker v. United States 


HE CASE holding the entire insurance proceeds 

not taxable under similar facts is Walker v. 
United States, 83 Fed. (2d) 103, decided in 1936 by 
the Eighth Circuit C. A. It was held that where 
decedent dies a resident of Minnesota, leaving insur- 
ance payable to his wife, who paid from her own 
funds slightly more than one-half of the total pre- 
miums, that the prorated amount of insurarice cov- 
ered by her contribution to the premiums should be 
exempt from the tax. The words “taken out by 
decedent upon his own life” were construed in that 
case, as follows: “an estate tax is an excise tax upon 
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the: privilege of transferring or transmitting pro 
perty by reason of death and is not a tax on the 
property itself. It follows that unless there is such 
transfer from the decedent (italics the court’s), unless 
there was something which passed from the decedent 
upon death, there has been no transfer; no privilege 
of transfer has been exercised; and there is nothing 
which can be subjected to an excise tax on such priv- 
ilege. Therefore, where life insurance proceeds are 
involved, the initial inquiry is as to what, if any- 
thing, has passed from the decedent (italics the 
court’s) because of his death.” The court further 
held that the case of Helvering v. City Bank and Far- 
mers Trust Company, 296 U. S. 85, was not appli- 
cable because “2nd Section 302-D deals only with 
transfers of property from the decedent. Here there 
was no transfer from the decedent within the mean 
ing of that section or at all. The property rights 
here find birth in the policy ; or as between the bene- 
ficiary and the insurer ; and the rights of the beneficiary 
came into being with the life of the policy.” 

The Court in the Newman case, squarely says: 


“The tax is not upon the proceeds of the policy; it is not 
upon the interest to which beneficiaries succeed at death, but 
upon the right of disposition and control which the assured 
had at death. There was no gift here inter vivos. The de- 
cedent possessed until his death the full right to change the 
beneficiary. The tax rests on this fact.” (\talics supplied.) 


The Court then says further 


“This notion that the death tax is on, and is therefore 
limited to the value of what passed from the decedent as 
property at his death, was thoroughly exploded in the cases 
involving joint tenancies and tenancies by entirety. In the 
Tyler case, though by the settled course of State decision, 
nothing passed in tenancies by entirety by one spouse to 
the other by death, it was held that the value of a tenancy 
by the entirety was properly included in the gross estate, 
and that death duties measured by that value were validly 
exacted. .. . Since then, it is not property but the effect 
of death on the control and disposition of property, which 
is the subject of the tax, it is therefore immaterial here, 
that, as is undoubtedly the case, the proceeds of insurance 
payable to the estate of a decedent, taken out during the 
existence of the community, though exempt from debts, 
are the community’s and only one-half of them belongs to 
the estate of the decedent.’ 


The Newman Case 


HE Newman case likewise relates to a commun- 

ity property insurance estate and the decision 
rests in part, at least, upon the cessation of control 
upon the death of the insured. I find myself in ac- 
cord with the dissent of Justice Sibley in the New- 
man case who, after pointing out that the wife’s 
interest was a vested one, says: 


“The Federal statute asks but one question: whose moncy 
paid the premiums? In this case there can be but one 
answer. Both equally paid the premiums. The husband 
paid only one-half. Only one-half of the resulting invest 
ment is to be included in measuring this tax. The decision 
cited in the prevailing opinion, touching estates by the en- 
tirety do not help its argument, for as stated in Tyler wv. 
United States, 281 U. S. 497 at page 500, the statute ex- 
pressly included such estates but also expressly excepted 
‘such part thereof as may be shown to have originally 
belonged to such other person and never to have belonged 
to the decedent’ and as to the estate held to be taxable. 
is is said ‘none of the property constituting it had, prior 
to its creation, ever belonged to the surviving spouse. 
Here half of the original investment did belong to the 
surviving spouse and the applicable statute rightly in 
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terpreted, excepts her half. This interpretation is sup 
ported by its consistency with a provision regarding estates 
by the entirety. 1 think only one-half of this insurance 
represents an investment of funds of the decedent and only 
one-half ought to be included in measuring his estate tax.” 

It seems to me that Justice Sibley entirely de 
stroys the comparison made by the majority of the 
court to a tenancy in the entirety because of the ex- 
press provision of the statute excepting from taxa 
tion of such tenancies, or of joint tenancy, so much 
“as may be shown to have originally belonged to 
such other person and never to have belonged to 
the decedent.” 


Limited Control by Husband 


N Talcott v. United States, 23 Fed. (2d) 897, de- 
cided in 1928, it was held that the decision of the 

Supreme Court of California as to the interest of the 
wife in community property is binding on the fed- 
eral court. Do the decisions in the Price and the 
Walker cases intend to value for estate tax purposes 
the management and control rights of the husband, 
as being equal to one-half of the community pro- 
perty estate? The mere limited control by the hus 
band does not indicate ownership. This is plainly 
indicated by the Supreme Court of the United States 
in United States v. Malcolm, supra, the income tax 
case, for the court there held that the wife might 
file a separate return. It is plain that the court there 
felt that in spite of the lack of control the wife had 
a sufficient ownership or vested interest in the in- 
come to justify a separate return and apparently the 
fact that the husband collected the income simply 
was constructive receipt for the benefit of the wifc. 

The rule is well settled that taxing statutes shall 
not receive unreasonable constructions, even though 
exemptions are to be strictly applied. I find myself 
of the conviction that in the Price and Walker cases 
a rule of reason has given way to an unjustifiable 
construction. 

The problem is a most interesting one and I hope 
it may reach the Supreme Court of the United 
States in some manner or other so that the point 
mav be conclusively determined. 


Conclusion 


N CONCLUSION, 
282 U.S. 101: 


“Tt is clear that the wife has in Washington a vested prop- 

erty right in the community property equal with that of het 
husband; and in the income of the community including 
salaries or wages of either husband or wife or both. 
We are of the opinion that under the law of Washington 
the entire property and income of the community can 1: 
more be said to be that of the husband than it could halite 
be termed that of the wife.” 


[ quote from Poe v. Seaborn, 


The California community property laws are now 
similar to the community property laws of Wash 
ington. Since the Supreme Court of the United 
States has so described the wife’s community inter 
est, the decisions in the Price case and in the New- 
man case, it seems to me, unreasonably construe the 
statute by including for federal estate tax purposes 
the wife’s property in the husband’s estate simply 
because that property happened to be life insurance. 





I. Stock Dividends When Taxable 


HE REVENUE ACT of 1913 imposed an in- 
come tax on dividends (Sec. IIB). The Rev- 
enue Act of 1916 likewise imposed a tax on 
dividends, and provided that a “stock dividend shall 
he considered income, to the amount of its cash 
value.” (Sec. 2 (a)). The Revenue Act of 1918 
provided for a tax on dividends (Sec. 213), and de 
lined a dividend as any distribution made by a cor, 
poration to its shareholders “whether in cash or in 
other property or in stock of the corporation,” out 
of its earnings accumulated since February 28, 1913. 
(Sec. 201(a)). The Revenue Act of 1921 provided 
that “A stock dividend shall not be subject to tax 
” (See. 201 (d)). This provision was re- 
peated in all subsequent revenue acts prior to the 
Revenue Act of 1930. (Sec. 201 (f), Revenue Acts 
of 1924 and 1926; Sec. 115 (f), Revenue Acts of 
1928, 1932, and 1934). The Revenue Act of 1936 
(Sec. 115 (f)) provides that “A distribution made by 
i corporation to its stockholders in its stock 
shall not be treated as a dividend to the extent that 
it does not constitute income to the shareholder with- 
in the meaning of the Sixteenth Amendment ie 


Under the Revenue Act of 1913, the Supreme 
Court, in Towne v. Eisner, 245 U. S. 418, held that a 
stock dividend of common stock paid to holders of 
common stock was not income within the intendment 
of the Act; that “What has happened is that the 
plaintift’s old certificates have been split up in effect 
and have diminished in value to the extent of the 
value of the new.” Under the Revenue Act of 1916, 
it was held in Kisner v. Alacomber, 252 U.S. 189, that 
a dividend paid in common stock to common stock- 
holders was not income within the meaning of the 
Sixteenth Amendment, and that the Act in so far 
as it imposed a tax upon the stockholder because of 
such dividend was unconstitutional. The court de 
fined income “as the gain derived from capital, from 
labor, or from both combined, provided it be under- 
stood to include profit derived through a sale or con 
version of capital assets, .’ The court pointed 
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out that “The new certificates simply increase the 
number of shares, with consequent dilution of the 
value of each share”; that “the stockholder has re- 
ceived nothing out of the company’s assets for his 
separate use and benefit he has received 
nothing that answers the definition of income within 
the Sixteenth Amendment.” After the decision in 
Eisner v. Macomber, T. D. 3052 (C. B. 3, p. 38) was 
issued, holding that where a corporation transfers a 
portion of its surplus to capital account, and issues 
new stock therefor to its stockholders, such stock is 
not income to them. No distinction was made be- 
tween the case of issuing common stock to holders 
of common stock, or preferred stock to common 
stockholders, or otherwise. Two days prior to the 
passage of the Revenue Act of 1921, the Supreme 
Court handed down two decisions holding that there 
was a distinction between a stock dividend, where 
the same interest in the same corporation was repre 
sented after the distribution by more shares of the 
same character, and a stock dividend where there had 
been changes of corporate entity or a change in the 
nature of the shares issued, whereby the proportional 
interest of the shareholder after the distribution was 
essentially different from his former interest. United 
States v. Phellis, 257 U.S. 156; Rockefeller v. United 
~~ 257 U.S. 176. And see Cullinan v. Walker, 262 
-S. 134; : Marr v. United States, 268 U. S. 536. 


As a result of the decision in Eisner v. Macomber, 
Congress, in passing the Revenue Act of 1921, ex- 
empted stock dividends from income tax, the reports 
of both the House and the Senate committees dealing 
with the bill stating that the act “modifies the defini- 
ion of dividends in existing law by exempting stock 
dividends from the income tax, as required by the 
decision in Eisner v. Macomber, - a 
350, 67th Cong., Ist Sess., p. 8; Senate Report 
No. 275, 67th Cong., Ist Sess., p 9). 

Art. 1548 of Regulations 62 (Revenue Act of 1921) 
provides that “stock issued by a corporation as a 
dividend does not constitute taxable income to a 
stockholder in such corporation .’ Substan- 
tially the same provision is contained in subsequent 
regulations prior to the passage of the Revenue Act 
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of 1936. (Art. 1548- of Regulations 65 and 69; 
Art. 628 of Regulations 74 and 77; Art. 115-8 of Regu- 
lations 86). It is believed that the regulations in 
this respect are justified, since the exemption from 
income tax of stock dividends contained in the Rev- 
enue Act of 1921 and in all subsequent revenue acts 
prior to the Revenue Act of 1936, apparently covers 
all stock dividends, irrespective of their nature. The 
Supreme Court has not yet passed upon this ques- 
tion, but has strongly indicated that it would hold 
all stock dividends free from tax, where the act so 
provides, even though a dividend paid in common 
shares to owners of preferred shares, there being 
common shares outstanding at the date of distri- 
bution, is income under the Sixteenth Amendment, 
which Congress might have taxed. Aoshland v. 
llelvering, 298 U. S. 441. In that case the court 
held that upon a sale or other distribution of the pre- 
ferred shares, the cost of the preferred and common 
shares should not be apportioned for the purpose of 
determining gain or loss; that the dividends were 
income and may not be treated as capital; that the 
‘Treasury was without power by regulations (Arts. 
58, 600 and 628 of Reg. 74) to add to the statute a 
provision that income derived from a capital asset 
shall be used to reduce cost; that the cost basis of 
the preferred shares (if acquired after February 28, 
1913) was their actual cost. 


The preferred stock in the Koshland case was dis- 
posed of while the Revenue Act of 1928 was in force. 
The Revenue Acts of 1932, 1934, and 1936 contained 
a new provision as to cost basis, Sec. 113, (b) (1) (D), 
pre viding in part as follows: 

“In the case of stock (to the extent not provided for in 
the foregoing subparagraphs) for the amount of distribu- 
tions previously made which, under the law applicable to 


the year in which the distribution was made, either were 
tax-free or were applicable in reduction of basis 


And see Art. 605 of Regulations 77, and Art. 113 
(b)—-(1) of Regulations 86 and 94. In Report No. 708, 
Committee on Ways and Means, R. 72d Cong., 
Ist Sess., p. 22, it is stated: 

“The 1928 act required the basis of stock to be reduced 
by distributions which, under the law when made, were 
applicable against basis. The new bill, in’ subpara- 
graph (D), requires, in addition, that basis be reduced by 
distributions which were free of tax when made. The 
Soard of Tax Appeals has held that distributions out of 
profits accumulated before March 1, 1913, were not techni- 
cally a return of capital, because made out of profits rather 
‘ian capital, and could not be applied against basis in the 
absence of a specific statutory requirement. Some of the 
earlier revenue acts, while exempting such distributions 
sa tax, did not in terms require them to be applied 
against basis, and distributions made during the effective 
periods of these acts would not, under the language of the 
1928 provisions, be applicable against basis. The reason 
for exempting distributions of this character was that they 
were regarded as closely akin to a return of capital, 
whether or not technically such, and the same reasoning 
requires that they be applied in reduction of basis.” 


It is obvious that Congress by inserting Sec. 113 
(bh) (1) (1D) in the Revenue Act of 1932 had in mind 
that on the sale of stock its cost basis should be re- 
duced by distributions which represented a return 
of capital, or were made out of profits accumulated 
before March 1, 1913. It is to be noted that the Rev- 
enue Act of 1932 was passed long before the decision 
in the Koshland case, and before any consideration 
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was given either by Congress or by the Treasury 
Department to the f fact that some stock dividends 
were income which might be taxed under the Six- 
teenth Amendment. The courts have not yet passed 
upon the question of whether or not Sec. 113 (b) (1) 
(D) of the Revenue Acts of 1932, 1934, and 1936 is 
broad enough to compel the reduction of the cost of 
the old stock by the value of the dividend stock when 
received, if the latter is tax free. Considering the 
legislative history of that section, it may well be 
argued that it should be construed to apply to dis- 
tributions representing a return of capital or made 
from profits accumulated before March 1, 1913, and 
not to dividends which may be held to be tax-free. 
On the other hand, the language of the section ap- 
parently refers to all tax-free distributions. 


The Seventh Circuit has held that a stock dividend 
paid in preferred stock to holders of common stock, 
there being preferred stock outstanding at the date 
of distribution, was not taxable under the Revenue 
Act of 1928, although it was income under the Six- 
teenth Amendment. Gowran v. Commissioner, 87 
Fed. (2d) 125; certiorari granted, May 17, 1937. The 
court said in part: 

3ut we find in the act nothing which will justify us in 
reading into it any implied intent on the part of Congress 
to limit the term ‘stock dividend.’ Rather, we believe that 
it had not previously occurred to Congress that there are 
two kinds of stock dividends, one taxable and one not. This 
is confirmed by the fact that in 1936 Congress amended 
the act so as to make taxable such stock dividends as are 
taxable within the constitutional amendment. To say that 
Congress intended so to provide by prior legislation seems 
to us unjustified.” 

The Second Circuit has also held that a stock divi- 
dend paid in preferred stock to holders of common 
stock, there being preferred stock outstanding at the 
date of distribution, was not taxable under the Rev- 
enue Act of 1928. Pfeiffer v. Commissioner, 88 Fed. 
(2d) 3; certiorari granted May 17, 1937. There can 
be little doubt that the Supreme Court will hold that 
the dividends in the Gowran and Pfeiffer cases were 
exempt from income tax, although they would be 
taxable without question under the Revenue Act of 
1936. The question of whether or not such dividends 
were taxable under acts prior to the 1936 Act was 
expressly left open in the Koshland case, Mr. Justice 
Roberts stating, in the majority opinion, that 
“Whether Congress has taxed it as of the time of its 
receipt, is immaterial for present purposes.” Through- 
out the majority opinion, the term “stock dividend” 
is used in referring to both classes of stock dividends, 
those which are income within the Sixteenth Amend- 
ment, and those which are not. The minority opin- 
ion states that Congress “refused to tax the newly 
acquired shares as income im praesenti.” 

In both the Gowran case and the Pfeiffer case the 
Government argued that subdivision (f) of Sec- 
tion 115 of the Revenue Act of 1928, (providing that 
a stock dividend shall not be subject to tax), must 
be read in connection with Sec. 22 (a) (providing 
that gross income includes income “from dividends” ) 
Sec. 22 (d) (providing that distributions by corpo- 
rations shall be taxable to the shareholders as pro- 
vided in Sec. 115), and with subdivision (a) of 
Sec. 115 (defining a “dividend” as any distribution 
made by a corporation to its shareholders, whether 
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in money or in other property); that reading the 
above sections together, and considering the legis- 
lative history of subdivision (f) of Sec. 115, the will 
of Congress can be given effect only by limiting the 
term “stock dividend” to stock dividends which are 
not income within the Sixteenth Amendment, citing 
among other cases Helvering v. N. Y. Trust Co., 292 
U.S. 455, 464-465, and Hellmich v. Hellman, 276 U.S 
233, 237. But the dividends in question were paid in 
stock of the issuing corporation; each was a “stock 
dividend” within the universally accepted definition 
of that term. The Supreme Court has many times 
said that statutory words are presumed to be used 
in their ordinary and usual sense; that the court is 
not at liberty to construe language so plain as to need 
no construction, or refer to committee reports where 
there can be no doubt as to the meaning of the words 
used. Compare Caminetti v. United States, 242 U. S. 
470, 485; Ray Consolidated Copper Co. v. United 
States, 268 U. ‘S. 373; Helvering v. City Bank Farmers 
Trust Co., 296 U. S. 664. 


The Government further argued in both the 
Gowran case and the Pfeiffer case that Congress 
clearly intended to tax dividends in any form, sub- 
ject to the single limitation that the dividends were 
not income within the Sixteenth Amendment. It is 
true that in Towne v. Eisner and Eisner v. Macomber, 
the court discussed stock dividends paid in the same 
class of stock as that held by the stockholders, there 
being only one class of stock outstanding. Congress 
need not have exempted all stock dividends from tax 
under the Revenue Act of 1921, by reason of the deci- 
sion in Eisner v. Macomber, but it seems clear from 
the language used in the 1921 Act, and repeated in 
subsequent revenue acts until the passage of the Rev- 
enue Act of 1936, that it did. 


It was also argued by the Government in the 
Gowran case that the provisions of the 1936 Act 
(Sec. 115 (f)) that a distribution made by a corpo- 
ration of its stock shall not be treated as a dividend 
to the extent that it does not constitute income under 
the Sixteenth Amendment, were merely declaratory, 
and did not change the law, citing Helvering v. N.Y. 
Trust Co., supra, in which it was said: “Mere change 
of language does not necessarily indicate intention 
to change the law. The purpose of the variation may 
be to clarify what was doubtful ” But there 
was nothing doubtful or ambiguous in the prior law, 
and it is evident from the legislative history of the 
Revenue Bill of 1936 that Congress changed the law 
because of the Koshland case, not having realized be- 
fore that it was not compelled by Eisner v. Macomber 
to exempt from tax all stock dividends. 

Under the 1936 Act (Sec. 115 (f)) it is provided 
that “A distribution made by a corporation to its 
stockholders in its stock shall not be treated 
as a dividend to the extent that it does not constitute 
income within the meaning of the Sixteenth 
Amendment _ ..” The Treasury, in Art. 115-7, 
of Regulations 94, has attempted to set forth the 
distinction between a stock dividend which is tax- 
able, and one which is not, in the following language : 


“The distinction between a stock dividend which does 
not, and one which does, constitute income to the share- 
holder within the meaning of the sixteenth amendment to 
the Constitution is the distinction between a stock dividend 
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which works no change in the corporate entity, the same 
interest in the same corporation being represented after the 
distribution by more shares of precisely the same character, 
and a stock dividend where there either has been a change 
of corporate identity or a change in the nature of the shares 
issued as dividends whereby the proportional interest of 
the shareholder after the distribution is essentially different 
from his former interest. A stock dividend constitutes in- 
come if it gives the shareholder an interest different from 
that which his former stock holdings represented. A stock 
dividend does not constitute income if the new shares con- 
fer no different rights or interests than did the old—the 
new certificates plus the old representing the same propor- 
tionate interest in the net assets of the corporation as did 
the old.” 


and gives three examples of stock dividends as 
follows: 


“Example (1): The X Corporation had an authorized 
capital stock of $300,000 of common stock, par value $10 a 
share, and $100,000 of 7 per cent cumulative preferred stock, 
par value $100 a share, which is preferred as to dividends, 
has no voting rights, and may be redeemed at any time at 
$105 per share. The articles of incorporation provide that 
the annual dividend on the preferred stock may be paid 
in cash or, at the option of the corporation, in one share 
of common stock for each share of preferred. On July 1, 
1936, the X Corporation had outstanding $200,000 of com- 
mon stock and $100,000 of preferred stock, earnings and 
profits of $60,000 accumulated since February 28, 1913, and 
earnings and profits of the taxable year amounting to 
$15,000. On July 1, 1936, it distributed 1,000 shares of its 
common stock of an aggregate par value (and fair market 
value) of $10,000 to the holders of its preferred stock in 
payment of the annual dividend on such stock. The stock 
so distributed constitutes a taxable stock dividend to the 
holders of the preferred stock. 


Example (2): On July 1, 1936, the Y Corporation had 
an authorized capital stock consisting of 1,000 shares of 
common stock, par value $100 a share, of which 500 shares 
were outstanding. It had earnings and profits of $40,000 
accumulated since February 28, 1913, and *, 000 of earnings 
and profits of the taxable year. On July 1, 1936, the Y Cor- 
poration issued and divided among its shareholders 250 
additional shares of its common stock of a total par value 
of $25,000 and transferred an equivalent amount from sur- 
plus account to capital stock account. The stock so dis- 
tributed does not constitute a taxable stock dividend to the 
shareholders. 

Example (3): The Z Corporation had an authorized cap- 
ital stock of 30,000 shares of common, without par value, 
and 10,000 shares of 7 per cent cumulative preferred stock, 
par $100, which is preferred as to dividends, has voting 
rights and may be redeemed on the Ist of January or July 
of. any year by the payment of $105 per sh are and accrued 
dividends. On July 1, 1936, the company’s issued and out- 
standing stock amounted to 20,000 shares of common and 
6,000 shares of preferred, and it had $250,000 earnings and 
profits accumulated since February 28, 1913, and $90,000 
earnings and profits of the taxable year. On July 1, 1936, 
it paid a dividend on its common stock in preferred stock 
at the rate of 1/10 share of preferred on cach share of com- 
mon outstanding. The preferred stock so distributed con- 
stitutes a taxable stock dividend to the holders of common 


stock.” 

Examples 1 and 3 seem to be covered by the Kosh- 
land case, and example 2 by Eisner v. Macomber. In 
each case the Treasury Department has reached the 
correct result. All cases, however, are not covered 
by these three examples. Assume that a corporation 
has only one class of stock outstanding, and issues 
to its stockholders, as a dividend, shares in a new 
and different class of stock. It might seem that such 
a dividend would be non-taxable, since the stock- 
holder would have the same proportional interest in 
the corporation before and after the distribution, 
and yet, under the regulations (Art. 115-7, Reg. 94), 
in order to be a tax-free dividend the stockholder 








596 THE TAX MAGAZINE 


must have after the distribution “the same interest 
in the same corporation being represented after the 
distribution by more shares of precisely the same char- 
acter ” (Italics ours). This language is taken 
word for word from the majority opinion in the 
Koshland case, and also appears in the majority opin- 
ion in Marr v. United States, 263 U. S. 536, where 
the court further said, in referring to the facts in 
that case, “the case at bar is not one in which after 
the distribution the stockholders have the same pro- 
portional interest of the same kind in essentially the 
same corporation.” (Italics ours). And compare the 
following language in the Koshland case: “where a 
stock dividend gives the stockholder an interest dit 
ferent from that which his former stockholdings 
represented he receives income.” It would seem, 
therefore, that there is solid ground for the Treasury 
to confine the definition of a stock dividend, which 
is not taxable under the 1936 Act, to the single situ- 
ation where after the distribution the stockholder 
has “the same interest in the same corporation being 
represented by more shares of precisely the 
same character.” 


II. Cost Basis of Stock Dividend When Sold 


(a) Sale of new common shares received as a 
dividend, conferring no different rights or interests 
than the old, the new certificates representing the 
same proportional interest in the net assets of the 
corporation as did the old. (Eisner v. Macomber). Wt 
is clear that in such a case the cost basis of each 
share is the quotient of the cost (if acquired after 
February 28, 1913) of the old shares divided by the 
total number of old and new shares. See Art. 1548 
of Regulations 62, 65 and 69; Art. 628 of Regula 
tions 74 and 77; Art. 115-8 of Regulations 86. The 
correctness of the Regulations, in this respect, has 
not been challenged. And see Ailes v. Safe Deposit 
“ Trust Co. of Baltimore, 259 U. S. 247. 

(b) Sale of stock dividend where the stockholder 
receives an interest different from that which his 
former stockholdings represented. (Koshland v. 
Helvering; Gowran v. Commissioner ). 

If the Supreme Court holds that a dividend like 
that in the Gowran case is subject to tax, the cost 
basis on a sale of the dividend stock would clearly 
be its fair market value at the time of its receipt. In 
this respect, the case would be the same as a dividend 
paid in stock of another corporation (Peabody v. 
Eisner, 247 U.S. 347, supra). See T. D. 3052 (3 C. B. 
38) in which the Treasury Department so provided. 
\nd see Art. 1547 of Regul: itions 62, 65 and 69: 
Art. 627 of Regs. 74 and 77; Art. 115-7 of Reg. 86. 


If the Supreme Court holds that a dividend like 
that in the Gowran case is non-taxable income, a more 
difficult question will arise as to the cost basis. In 
the Gowran case the taxpayer contended that the 
cost basis was the fair market value of the dividend 
at the time of its receipt. The Government con 
tended that the cost basis was zero. The court, in 
the Gowran case, said in part as follows: 

“We liken the receipt of the tax-free income in the pres- 
ent case to that of a tax-free gift, bequest, legacy or other 
tax-free addition to the taxpayer’s estate. One who re- 
ceives a tax-free gift and later sells it, in the absence of 
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statute providing otherwise, is taxed upon the profit arising 
from the difference in its value at the time he receives it 
and the sale price. Similarly one who receives a tax-free 
bequest, when selling it, is taxed upon the profit arising 
from any excess of the sale price over its fair market value 
at the time of the receipt. The measure of liability of the 
taxpayer here is to be determined by the same standard; 
his tax, in case of sale, is to be computed just as if the 
dividend had not been tax-free. He must account for any 
difference between the stipulated value of $100 and the sell- 
ing price. If this property were added to his estate by 
inheritance and if there were no laws taxing it, upon sale 
of the same, under the established policy of the revenue 
laws of the United States, a tax would be. assessed upon 
any profit resulting from _a sale in excess of its value at 
the time he received it. The same yard-stick must apply 
here.” 

There would seem to be no difference in the cost 
basis in the case of the sale of a stock dividend, as in 
the Gowran case, if it be non-taxable upon its receipt 
because of the statutory exemption, and in the sale 
of stock representing a dividend paid in stock of an 
other corporation. Peabody v. Eisner. Poth are in- 
come when received, and become assets of the 
stockholder. When sold, the fair market value at 
the date of receipt should be the cost basis. In 
neither case is there a “cost” basis, in the conven 
tional sense, and within the meaning of the statute 
providing that the basis for determining gain or loss 
on the sale of property acquired after February 28, 
1913, shall be its “cost,” with certain exceptions, not 
here material (Sec. 113 (a), 1928 Act). For other 
cases where there is no actual cost basis, and where 
fair market value is used as a basis, compare Heiner 

Tindle, 276 U. S. 582; Bankers Trust Co. v. Com- 
missioner, 24 B. T. A. 10; Francis v. Commissioner, 


15 B. T. A. 1332; Ward v. Commissioner, 29 P.. T. A. 
1251. 


Conclusion 


1. A dividend paid in common stock to common 
stockholders, there being only common stock out- 
standing at the time of distribution, is not income 
within the Sixteenth Amendment, and is beyond the 


power of Congress to tax. Eisner v. Macomber. 


2. A dividend paid in common voting shares to 


holders of cumulative non-voting preferred shares, 
there being common voting shares outstanding at the 
time of distribution, is income within the Sixteenth 
\mendment, since the stockholder would not have 
the same proportional interest in the corporation be 
fore and after the distribution. Koshland v. Helver 
ing. Whether such a dividend is taxable income 
under revenue acts prior to the Revenue Act of 1936, 
the Supreme Court has not yet decided. It is be 
lieved that such a dividend is non-taxable. The 
Supreme Court will decide this issue in the Gowran 


case. Such a dividend is clearly taxable under the 
Revenue Act of 1936. 


3. A dividend paid to holders of common shares in 
new preferred shares is probably income within the 
Sixteenth Amendment under all the revenue acts. 
since after the distribution the stockholder would 
not have the same interest in the same corporation 
heing represented by more shares of precisely the 
same character. 

(Continued on page 626) 


The Undistributed Profits 


Tax—Effeect on Business 


Life Insurance 


By EDWIN H. WHITE* 


HERE seems to be confusion and misunder- 

| standing in a great many quarters with respect 

to the effect on business life insurance 

the new federal income tax and surtax on un 

distributed profits of corporations. As an instance 

of this we quote from a recent issue of the house- 

organ of a prominent company which we shall fic- 

titiously designate as the “A Company,” an excerpt 
of a statement made by an officer, as follows: 

. since premiums are not deductible expense 
items, it means that our Life Insurance will cost us just 
27% more than it has been costing us, which reduces insur- 
ance from a profitable investment to an unprofitable one.” 

At first glanee the above quoted statement ap- 
pears to be correct in conclusion, but a close analysis 
shows quite the opposite to be the fact when we 
compare direct accumulation of surplus as against 
the purchase of life insurance. By this comparison 
life insurance costs a corporation less under the 
new law than under the old corporation flat tax of 
1334% in those instances where the total per cent 
of tax under the new law exceeds that of the old, 
which is almost universally the case. 


To illustrate: Let us take the case of the “A 
Company” who also state they need to accumulate 
additional surplus. If their net income before taxes 
is over $57,458.82 and their dividends are under 
approximately one-third of the net income, or to 
state in another way, their dividends are such an 
amount that their undistributed net income amounts 
to 60% or over of their adjusted net income, then 
their combined normal and surtax may be reduced 
to a formula which will be the result of taking 
32.425% of net income, minus 27% of dividends and 
minus $922.20. Thus, in this situation, with divi- 
dends constant and the $922.20 a constant, each 
dollar added to surplus goes through the 32.425% 
tax strainer. The effect of this is that it requires 
$1.47984 of net income to add $1.00 to surplus and 
if one dollar a year is added over a period of years 
and can earn, let us say 6%, it will be compounded 
at the rate of 6% minus .32425 of 6%, or 4.0545%. 


* Member of the Bar, New York City. 
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If it can earn 4% 


2.703% etc. 


then it will be compounded at 
It, therefore, follows that if this dollar 
a year is invested in corporation life insurance the 
loss in surplus over a period of years and while the 
insured is alive will amount to one dollar per annum 
compounded at 4.0545% if it could have earned 6%, 


or 2.703% if it could have earned 4% etc., less the 
current amount of cash value of the policy. 


Perhaps a concrete example will set out the fore- 
going more clearly. We will assume that the corpo- 
ration is at the end of its fiscal year and has made 
a decision as to dividends which will bring its tax 
into the tax block being discussed. However, as to 
$1,479.84 of net income it has not decided whether 
to use it to add $1,000 to surplus, to use it to pur 
chase life insurance with a premium of $1,000, or to 
declare [a] dividend amounting to $1,000 and add to 
surplus the amount saved in taxes by such dividend 
declaration. Whichever program is adopted will be 
carried out for 20 years and will include 21 items, 
because of the sum immediately in hand and that 
also in hand at the end of the 20th year. $1,000 per 
annum added to surplus at the ex-tax interest rate 
of 4.0545% for a period of twenty years plus the 
$1,000 added at the end, will increase the corporate 
surplus by $32,161.67. Suppose, however, that in- 
stead of adding to surplus it uses the $1,000 each 
vear for twenty years to purchase ordinary life 
insurance on an officer forty-five years of age. It 

can procure a policy amounting to $31,949. If the 
insured dies the face amount is immediately added 
to surplus, but if we assume that the insured is 
living at the end of twenty years there will be a 
cash value of $13,642.22 plus $1,000 in hand after 
taxes with which to pay the next premium. The 
cost of the insurance, therefore, if the insured is 
then living is $32,161.67 minus the cash value and 
the $1,000 in hand, or $17,519.45, the loss to the 
corporation in surplus by reason of having pur 
chased the insurance. 


Now let us apply the old flat tax of 1334% in the 
same situation. One dollar per vear added to surplus 
and earning 6% would have been compounded at 
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the rate of 6% minus .1375 of 6%, or 5.175%. If it 
could earn 4% then it would have been compounded 
at 3.45% etc. Therefore, if this dollar a vear had 
been invested in life insurance, the loss in surplus 
would have amounted over a period of years to one 
dollar per annum compounded at 5.175% if it could 
have earned 6%, or 3.45% if it could have earned 
4% etc., less the current amount of cash value of 
the policy. Thus, under the old law the corporation, 
if it could have earned 6%, sacrificed 1.1205% more 
compound interest to buy the life insurance than 
under the new law, and at 4% it sacrificed .74% 
more compound interest. 


We shall repeat the foregoing example in this 
setting. Under the old law $1,479.84 of corporate 
income in hand, called for a tax of $203.48, leaving 
$1,276.36 for disposal. $1,276.36 per annum added to 
surplus at the ex-tax interest rate of 5.175% under 
the old law for a period of twenty years plus the 
$1,276.36 added at the end would have increased the 
corporate surplus by $46,496.01. If instead of add- 
ing to surplus the full amount, the corporation had 
purchased the life insurance as previously outlined, 
and added $276.36 to surplus, this latter would have 
accumulated to $10,067.41. The corporation would 
then have had this amount, plus life insurance 
cash value of $13,642.22, plus $1,000 in hand after 
taxes with which to pay the next premium, or a 
total of $24,709.63. The cost of the insurance, if the 
insured were living at the end of twenty years, would, 
therefore, have been $46,496.01 minus $24,709.63 or 
$21,786.38. Thus under the new law, the insur- 


ance, rather than costing more, has cost the corpo- 
ration $4,266.93 less. 


In the examples a gross earning rate of 6% has 
been assumed. With a lesser earning rate the cost 
of insurance would, of course, be much less. And it 
must not be overlooked that in the event of the 
death of the insured during the period illustrated 
the face amount of the insurance instead of the cash 
value will be added to surplus. 


To sum up the foregoing, the current rate of tax- 
ation being greater than the old rate of taxation, 
the future return on money invested in the business 
will necessarily be less than under the old tax law. 
Therefore, in diverting money into insurance prem- 
iums today the corporation foregoes a lesser alterna- 
tive return than formerly, and it necessarily follows 
that if a corporation was justified in purchasing 
insurance under the old law it would be still more 
justified in purchasing insurance under the present 
law. 

The situation, if the insurance becomes a claim, 
does not disturb the advantage under the new law, 
for under both laws the proceeds payable at death 
are not taxable income. 


As previously stated, the corporation managers 
have a third alternative, the distribution of ad- 
ditional dividends. From our tax formula covering 
this particular block we know that for every ad- 
ditional dollar distributed in such form as to receive 
dividends paid credit, the corporation receives tax 
credit at the rate of 27%. Thus, by means of this 
credit, the corporation is enabled to lessen its loss 
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incurred by reason of parting with the dividend 
dollar. The effect of this is that for each dollar in 
dividends, the corporation recoups 27¢ in taxes, 
which amount it may add to surplus and accumulate 
at the ex-tax rate of 4.0545%. The net loss to the 
corporation, therefore, amounts to 73¢ at 4.0545% 
for each $1.00 of dividends paid. This may be com- 
pared with the loss resulting to the corporation if 
the $1.00 is used to buy insurance—but we must 
not overlook the fact that while the $1.00 in dividends 
recoups 27¢ in taxes, the $1.00 in life insurance 
premiums recoups a cash value plus cash in hand 
equivalent to 45.527¢ at 4.0545% over the illus- 
trated period. 


Now let us follow the effect of the dividend alterna- 
tive under the new law, by means of our previous 
example. Again the corporation has $1,479.84 of 
undisposed of income. If it declares $1,000 thereof 
in dividends it will receive $270 tax credit, reducing the 
total tax from $479.84 to $209.84. This residue of 
$270 may then be added to surplus, and at the ex- 
tax rate of 4.0545% will accumulate to $8,413.65 at 
the end of 20 years. This sum, together with $270 
credit on hand at the end of the 20th year will total 
$8,683.65 added to surplus. This is to be compared 
with the $32,161.67 of additional surplus which the 
corporation would have accumulated if it had put 
the entire additional net amount therein, or with 
$14,642.22 it would have had in life insurance cash 
values and cash on hand, if that had been purchased 
and the insured had survived. 


The difficulty with this last alternative from the 
standpoint of the corporation is that it builds up 
surplus too slowly, the additional amount over 20 
vears being about one-fourth that obtained if the 
entire net amount had been accumulated, and only 
slightly more than one-half as much as that obtained 
if insurance had been purchased and there had heen 
no death claim. It amounts almost to a case of kill- 
ing the dog to dispose of the flea. If additional 
surplus is very badly needed it must forego this 
method, or couple it with a change in capital struc- 
ture which will make additional funds available to 
the corporation. 


It has not been overlooked that during the period 
covered by the last example, $20,000 has been re- 
ceived by the stockholders in the form of dividends. 
and that another $1,000 is immediately forthcoming. 
But against this we must charge the loss in surplus 
to the corporation of $23,478.02 if no insurance 
would have been purchased, or a loss of $5,958.57 if 
insurance would have been purchased and no claim 
had ensued. Such loss, together with the normal 
and surtax which the stockholder must individually 
pay on dividends, the interest he can earn on them, 
and the need of the corporation for enhanced sur- 
plus must all be taken into consideration in any 
comparison of the merits of paying dividends from 
the stockholder’s standpoint. As tax rates vary with 
the income of each individual stockholder, it is futile 
to pursue the analysis further in this direction. 


Now a comparison will be made predicated on the 
old law, with the dividend element brought in there. 
The corporation again starts with $1,479.84 of un- 
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disposed of income, out of which it will pay a flat 
tax of $203.48, leaving $1,276.36 for further disposal. 
It declares $1,000 a year in additional dividends, but 
as it receives no dividend credit, it has only the 
residue of $276.36 to accumulate in the surplus ac- 
count. This amount will accumulate at the ex-tax 
rate of 5.175% to $9,791.05, plus $276.26 in hand, or 
a total of $10,067.41 added to surplus. This is to be 
compared with the $46,496.01 which the corporation 
would have accumulated if it had plowed back the 
entire amount, or with $24,709.63 it would have had 
if life insurance had been purchased. 


Our figures will now allow of a summary. Under 
the old tax law $1,479.84 of net income before taxes 
could be built up to $46,496.01 over the period taken. 
If $1,000 a year were devoted to life insurance 
premiums, then the equities, in the absence of a claim, 
would amount to $24,709.63, a loss of $21,786.38, the 
latter therefore representing the cost of the life 
insurance to the corporation. Under the new tax 
law the same income can be built up to $32,161.67 at 
the same gross rate of 6%. If $1,000 a year is de- 
voted to life insurance premiums, the equities will 
amount to $14,642.22, a loss of $17,519.45, the cost 
of the life insurance to the corporation, which is 
$4,266.93 less under the new law than under the old 
law. If under the old law the corporation had de- 
clared $1,000 a year in dividends and accumulated 
the net balance, it would have had $10,067.41 at the 
end of the period, suffering a loss of $36,428.60. 
Under the new law in the same circumstances, 
$1,000 a year in dividends declared will leave the 
corporation $8,683.65 at the end of the same period, 
with a loss of $23,478.02. Thus the cost to the corpo- 
ration of 21 dividends of $1,000 under the old law 
was $12,950.58 greater than under the new. It will 
also be noted that under the old law the cost of 
21 dividends ($36,428.60) exceeded the cost of life 
insurance ($21,786.38) by $14,642.22, while under 
the new law the cost of 21 dividends ($23,478.02) 
exceeds the cost of life insurance ($17,519.45) by 
only $5,958.57, but this does not result because life 
insurance costs more under the new law—we have 
shown the contrary to be the fact—but because the 
dividends cost the corporation a great deal less. 
This is in line with the government’s expressed 
purpose to induce corporations to declare greater 
dividends by providing that they lose less under the 
new law by doing so, but this lessening of loss to 
the corporation also permeates through to insurance 
cost as we have shown and is further counter- 
balanced by the provision that as to the stockholder, 
dividends are now fully taxable. 


It must be kept in mind that all of the foregoing 
figures have been based upon one particular surtax 
block, and a block moreover, in which the maximum 
credit of 27% is given for dividend payments. This 
was done to work out the case of a particular con- 
cern which offered the comment. 


In general, other blocks would yield a corporation 
a slightly higher ex-tax interest rate but a much 
lower percentage of credit for dividends paid, the 
effect of which would be to increase the cost of 
insurance as compared with accumulation of surplus 
in the corporate treasury, and to decrease the cost 
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as compared with the cost of paying further dividends. 
In all cases, however, the cost of life insurance to 
a corporation is less under the present law than 
under the former. 


A brief example will illustrate. We will suppose 
that our “A Company” had already declared divi 
dends in such an amount that its undistributed net 
income amounts to less than 10% of its adjusted 
net income, whereupon the tax formula will be 
20.95% of net income: minus 7% of dividends and 
minus $1,078.80. It will be noted immediately that 
we have a much lower tax “strainer” and a very 
small dividends paid credit percentage. With a gross 
earning rate of 6% we now have an ex-tax rate of 
4.743%. Again, if the corporation has $1,479.84 of 
undisposed of income in hand in this setting, it may 
pay a total tax of $310.03 thereon and accumulate 
the balance of $1,169.81 at 4.743% for 20 years, to 
$39,432.27. This with $1,169.81 then in hand, will 
total $40,602.08 at the end of the period. If the 
corporation diverts $1,000 a year to insurance pre- 
miums it will have $169.81 to build up over the period, 
and this, together with cash value and cash in hand 
at the end, will show total equities of $20,536.03. 
Thus to buy the insurance the corporation has sacri- 
ficed $20,066.05 in surplus, which is the cost of the 
insurance. If $1,000 a year additional dividends are 
declared, the tax credit is $70, leaving taxes of 
$240.03, and a resultant balance of $239.81 to be 
built up at 4.743%. At the end of the period the 
corporation will have $8,323, and will have sacri- 
ficed $32,278.69 in surplus, which is the cost of the 
dividends. The above results come much closer to 
those attained under the old law than was the case 
in the new tax block previously illustrated. Both 
the cost of insurance and cost of dividends have gone 
up, as compared with accumulation in the corporate 
treasury, but both are still less than under the old 
law. 

The really unique feature of the new law is that 
the corporation, by its dividend policy, has in its own 
control, within the bounds of the new brackets, the 
rate at which it will be taxed, which in turn governs 
its ex-tax rate of accumulation, the cost of insur- 
ance and the cost of further dividends, and therefore 
a simple comparison of results between the old law 
and any one particular block of the new law is almost 
meaningless. There is no question but that most 
corporations should adopt a liberal dividend policy 
and depend upon a change in capital structure rather 
than accumulation of undistributed profits for the 
bulk of their capital for future expansion. With such 
a fiscal policy their ex-tax rate of accumulation, their 
business insurance costs and cost of dividends will 
approximate like figures under the old law and will 
show a proper juxtaposition. Furthermore, the cor- 
poration with a substantial amount of business insur- 
ance payable to it on its key officers is in a preferred 
position to adopt such a liberal dividend policy, 
being adequately fortified against the loss by death 
of its profit producing executives. 

Throughout the above analysis we have made cost 
calculations of life insurance based upon the assump- 
tion of the non-death of the insured. Of course the 

(Continued on page 631) 
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CONOMISTS are generally agreed that a pro- 
gressive income tax is one of the most equitable 
ways of distributing the cost of government 

among those who benefit from the current political, 
social and economic order. Spokesmen of great 
wealth, however, especially those whose wealth is 
derived from current business operations, rarely 
admit this. When these wielders of the instruments 
of public opinion do admit any inherent virtues in 
such taxes, they are generally quick to add that such 
virtues should be extended generously to all people, 
especially to those with small incomes who are at 
present exempt from the payment of income tax. 


The argument seems to be that since a “mickle 
makes a muckle” it is easier—and better—to raise 
government funds through small taxes on many poor 
people than through large taxes on a relatively small 
number of wealthy people. Only through thus 
“broadening the base” of the income tax pyramid, 
it is contended, can people of low and moderate in. 
come be made to feel a sense of responsibility for 
the increasing costs of government. 


That all people should—according to their abili 
ties and resources—bear their proper share of the 
burdens of democratic government, both in financial 
support and in active personal concern about its 
operations, is a truism too.trite to be questioned. 
That to tax the poor more and the rich less than we 
do at present is the way to secure the proper dis- 
tribution of these financiai and moral burdens, is, 
however, not so certain. This, of course, is the 
“easiest way,” as is only too well attested by the 
ever mounting flood of sales and consumption taxes 
that has been let loose on the country by local, state 
and federal legislators. 


The fact is that, under our present crazy-quilt sys 
tem of obvious and hidden, direct and indirect, na- 





* Former Investigator, New York State Commission on Old Age 


Security ; candidate for Ph.D. in Political and Social Science, Stanford 
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tional, state and local taxation, the poor already bear 
an unmercifully large share of the costs of govern- 
ment. While not many of them are blessed with 
large enough earnings to pay income tax, all of them 
have to buy the necessities of life that legislators find 
it so easy to tax—indirectly. In contrast to the rela 
tively small proportion of their income that people 
of wealth can spend on current consumer’s goods, 
people of small income have to spend practically all 
of their limited resources on goods and services of 
current consumption—the “easy” subjects of taxation. 


Once the Townsend Plan 
HEN the Townsend “Old Age Revolving 


Pension” plan burst upon the political hori- 
zon as a Messianic panacea for all the ills that afflict 
our economic system, it was variously estimated that 
the proposal to place a 2% cumulative “transactions 
tax” on all the goods and services to which Ameri 
cans are, wisely or otherwise, addicted, would add 
anywhere from 25% to 100% or more to the cost of 
living of the poor, including those who were to re 
ceive the “pensions.” A long howl went up from 
newspapers, business men, economists, tax experts, 
and some political leaders at that proposed raid on 
the country’s mass purchasing power and precari 
ously returning prosperity. Weakened by this bar- 
rage of ridicule and argument, on top of internal 
dissensions and charges of a none too altruistic lead 
ership, the Townsend Plan sank into more or less 
innocuous desuetude—so far as any visible effect on 
the political line-up of the country went. 


Its doctrine of indirect and cumulative mass tax 
ation, however, has continued to find an ever larger 
following, alike among legislators who do not 
want the increasing burdens of taxation to be too 
obvious to their constituencies and among those 
spokesmen of entrenched wealth who are ever on 
the alert to see that such burdens fall as lightly as 
possible on the receivers of large incomes. As a 
result, the growing toll that hidden and indirect 
taxes take to-day from the low and moderately paid 


workers, as they spend their pennies, nickels, dimes. 


and dollars for food, clothing, rent, utilities, trans 
portation, recreation, sickness, burial, etc., is almost. 
if not fully, as calamitous as the Townsend “trans 
actions tax” threatened to be. 


And Now Consumers’ Taxes! 


S IN THE case of that “cock-eyed”? proposal. 

the burden of these endless consumers’ taxes 
can hardly be calculated. Every once in a while, 
however, actual statistical evidence is brought to 
light—sometimes from the most unexpected sources 
—of the definitely calculable sacrifices that such “in 
visible” taxes entail on working-class families, sacri 
ices that are infinitely more burdensome for their 
particular victims than the reputed sacrifices of peo 
ple of wealth on account of their income taxes. 


'This, it will be remembered, was the characterization given th 
“Plan” by Federal Relief Administrator, Harry L. Hopkins. 
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Weight of Tax Burdens on the Poor— 
New Evidence 


UST SUCH an unexpected batch of evidence has 

recently developed from researches by a western 
life insurance company.” For some reason or other 
the company was interested to learn just how much 
of the middle class and low paid working-class family’s 
income was absorbed by taxes. W hatever the rea 
son, it cannot be said that the insurance company’s 
researchers erred on the side of exaggerating the tax 
burdens borne by the poor. Wherever they could 
not definitely trace and measure the incidence of a 
tax, even though it was obvious that the tax was 
ultimately passed on to the consumer, they just left 
that tax out of their calculations. In that way. 
“many small tax elements which could not be iso 
lated and estimated with any certé uinty,” and others 
“which could not be measured,” were omitted and, 
because retail sales taxes are not found in everyone 
of the sti ites of the Union, this last word in American 
consumer’s taxes was likewise excluded from their 
calculations ! 

Even so, their limited data do not indicate that 
the poor at present are altogether without the 
blessings of sharing with the rich in the support of 
government. If anything, the research indicates 
rather that—in proportion to ability to pay—the 
moderate income group is bearing more than its 
proper share of the cost of government in these 
United States. 

To cite only a few of the revealing figures from an 
insurance company’s analysis? of its country-wide, 
twelve-month data on the traceable effects of indi 
rect taxes on the cost of living: 

Exclusive of general retail sales taxes, the $18 
a-week laborer or clerk who owns no property pays 
$116 a year in invisible but traceable taxes contained 
in the prices of the goods and services he buys, or 
12 cents out of each dollar he earns. 

The mechanic or minor department head whose 
$150-a-month salary permits the operation of a used 
automobile pays $229 annually in such taxes—12.7 
cents per dollar carned-—even though he owns no 
property and is a family man exempt from income 
taxes. If he earns $200 a month and owns an ~ 
mobile purchased new, he pays out $298 annually i 
such taxes, or 12.4% of his income. 

In all three cases, these tax figures do not include 
general retail sales taxes * which, though officially 
set in more than half of the states at only one to three 
per cent, in actual practice amount, on small pur 
chases, to anywhere from 7% to 17% of the purchase 
price. Thus in West Virginia, purchasers of as little 
as six cents worth of merchandise have to pay a tax 
of one cent—which amounts to 16.6%; in Ohio, a 
nine cent purchase calls for the minimum one cent tax 
—11.1% ;in Kentucky and North Carolina, the penny 
is collected on a minimum purchase of 10 cents 

2 The Northwestern National Life Insurance Company, Minneapolis, 
Minn., Indirect Taxes Paid by Consumers, June, 1937; 14 pp. 

* These were omitted on the ground that “their distribution over the 
country is far from universal.’”” The report, however, admitted that 
‘Inasmuch as such local taxes would have little, if any, replacement 
effect on taxes added between the producer and the consumer, they 
should be added to the figures given, in making local calculations.” In 
the matter of automobile operation, however, the sales taxes on gas and 
oil were included, on the ground that gasoline is subject to local sales 


taxes in all 48 states and in the District_of Columbia and that both 
gasoline and oil are subject to a universal Federal sales tax. 
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10% ;in New Jersey and Arkansas, it is collected on 
13 cent purchases—7.7% ; and in California and South 
Dakota, on 15 cent purchases—60.0%. 

If, therefore, the laborer or sub-executive lives ina 
‘“sales-tax” state, somewhere between 13% and 17% 
or more of his income goes for “invisible” taxes. 


Some Specific Items 


FTER ARRIVING at general tax ratios tor the 

the various groups of goods and services repre 
sented by the concerns studied, further studies were 
made of individual items in certain lines. The re- 
sults of these researches gave an additional series of 
checks, though necessarily such items varied rather 
widely in some cases from the tax proportions de- 
rived for the particular group as a whole. 

The company’s analysis of the tax and sales rec- 
ords of 206 manufacturers, jobbers, and retailers 
throughout the country showed that hidden taxes 
average 7.1% in retail food prices; 8.5% in clothing 
prices; 10.2% in “sundries and miscellaneous house- 
hold. items.” 

Fight per cent of the wholesale prices (to dis 
tributors) of manufactured goods was found to 
consist of invisible taxes of one sort or another. Ship 
ping costs were 12% taxes. Local real estate levies 
accounted for 15% of the rental overhead of the 
average retailer, and amounted to six-tenths of 
cent in the price of a dollar article on the counter. 

The price of a man’s suit of clothes included 
10.49% in “taxes picked up in its travel from the 
back of the sheep to the back of its purchaser.” Simi- 
larly, hidden but traceable taxes comprised 6.4% of 
the retail price of bread, 8.14% of the price of beef, 
18.3% of the price of sugar. 

On used automobile ownership and operation, the 
tax load was found to be 20.1%. (This figure in 
cluded car license and sales taxes on gasoline and 
oil, as well as hidden indirect taxes.) 

A special study was made of the hidden taxes in- 
cluded in rents. Figures gathered from real estate 
agents in 48 different cities on 7,964 representative 
local properties revealed that taxes represented 28% 
of the current rents of the one-family dwellings 
studied; 19.2% of the rental rates of the duplexes; 
13.6% in the case of apartments.*. According to the 
census of 1930, 76.4% of America’s population live 
in single family dwellings, 11.6% live in two-family 
dwellings, and 12% in multiple family dwellings. 
The three averages were therefore weighted accord- 
ing to these proportions and combined to arrive at 
the general average of 25.3 cents for indirect taxes in 
each dollar of rent paid by the average urban tenant 
family. 

These figures are based on researches begun in 
November, 1935, and recently concluded. Records 
of public utilities, insurance companies, real es 
tate agents, manufacturers, jobbers, and retailers 
were studied. The principal taxes entering into the 
calculations were: farm and urban realty taxes, per- 
sonal property and general property taxes of bust 


‘The lower ratio of taxes to apartment rentals is explained as being 
due, first, to the fact that a portion of the apartment rent dollar repre- 
-ents fuel, water, janitor service, etc.; second, that floor space is more 
intensively occupied in apartment buildings; and third, that apartment 
rentals have in general recovered somewhat faster than house rents. 
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INDIRECT TAXES 


Paid by Low and Moderate-Income Workers not 
owning real estate 


$80 Monthly Income (and no automobile) 
% of Taxes 








Cost Found elmount 
Tiem per Month Cost of Tax 
food $27.00 a $1.92 
Shelter 18.00 25.3 4.55 
Clothing 9.00 8.0 ae 
uel and Light 6.CO 9.5 A 
Transportation 
(Streetcar ) 4.00 11.0 44 
Recreation 2.00 10.0 20) 
Insurance 2.00 2.6 05 
Sundries and 
Miscellaneous 12.00 10.2 1.22 
Total $80.00 Av. 12.0% $9.67 
Annually $960.00 12.0% $116.04 
$150 Monthly Income (and second-hand car) 
ood $43. 50 7.1 $3.09 
Shelter 30.00 23.3 7.59 
Clothing 16.00 8.0 1.28 
Fuel and Light 11.00 9.5 1.05 
Automobile (Used Car) 14.50 an.3 * 2.91 
Recreation 3.00 10.0 30 
Insurance 5.00 2.6 BS 
Sundries and 
Miscellaneous 27.00 10.2 2.75 
Total $150.00 Av. 12.7% $19.10 
Annually $1,800.00 12.7% $229.20 


$200 Monthly Income (and new automobile) 








Food $48.00 7.1 $3.41 
Shelter 38.00 25.3 9.61 
Clothing 22.00 8.0 1.76 
Fuecland Light 14.00 95 1.33 
Transportation (Auto 
purchased new) 20.00 21.4 * 4.28 
Recreation 6.00 10.0 60 
Savings 5.00 * *% 
Insurance 12.00 2.6 x) 
Sundries and 
Miscellaneous 35.00 10.2 3.54 
Total $200.00 Av. 12.4% $24.87 
\nnually $2,400.00 12.4% $298.44 
Also includes license, gas and oil taxes. 
lax ratio to total de posits in banks studied was .2%. However, 


the effect of this tax would obviously not be to increase the savings 
depositor’s outlay, but could only affect him by reducing the interest 
yield on his savings. 


ness concerns, excise taxes, licenses, fees and 
franchises, moneys and credits taxes, gasoline and 
oil taxes on motor truck deliveries, import duties, 
and the tax element in freight costs involved in 
the various steps of distribution. Among the taxes 
omitted were personal and corporation income and 
excess profits taxes, estate, gift and inheritance taxes, 
taxes on owner-occupied residences, poll taxes, gen- 
eral retail sales taxes, social security taxes,® and all 
levies which would not normally be included in the 
cost of goods and services sold or that are “theo- 
retically impossible or dithcult” to pass on in the 
selling prices of goods or services. 


Total Taxes Paid by Consumers 


A FURTHER check on the figures derived 
from these studies, an analysis was made of the 
total federal, state and local tax collections during the 





* Social security taxes were recognized as undoubtedly affecting retail 
prices but were nevertheless excluded on the ground that “they are in 
a sense deposits for anticipated future withdrawal.’ 
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fiscal year July 1, 1936 to June 30, 1937, and of the pro- 
portion of this total which would normally be “included 
in selling prices, like any other costs.” This was 
obtained by deducting from the total of estimated tax 
collections all “debatable items”—taxes so levied that 
it is not certain that they are included in selling 
prices—and by calculating the ratio of the remainder 
to the total estimated retail sales of goods and 
services. 

Out of an estimated year’s total of $12,872,000,C00 
collected by federal, state, and local governments, 
$8,122,500,000 ° were figured to have been “passed 
on” in retail prices. The total retail sales of goods 
and services during the year were computed to be 
approximate!y $52,000, 000,000. The taxes contained 
in such reta:l sales of goods and services thus 
amounted to 15.6 cents in each dollar of consumer 
purchases, which checks rather closely with the fig- 
ures, obtained from the detail studies, of between 
12 cents and 13 cents of hidden taxes in each dollar 
spent by low and moderate income workers, plus 
one cent to three cents or more, in general retail sales 
taxes, plus “the myriad of small taxes which could 
not be accurately measured and therefore were 
omitted.” 


TAXES CONTAINED IN RETAIL PRICES OF 
GOODS AND SERVICES 


‘Total Taxes collected, Federal, State and Local 





(millions) July 1, 1936-June 30, 1937 $12,872. 
Items of Debatable Incidence Millions 

Income taxes .... ; $2,629. 

state, Gift and Inheritance taxes Si7. 

Owner-occupied residences 1,060.5 

Social Security taxes 525. 

Poll taxes .... ais — 18. 

Total deducted $4,749.5 4,749.5 

‘Total taxes (Federal, State and Local) estimated 

to be contained in retail prices, in millions $ 8,122.5 
Total estimated retail sales of goods and services, 

same 12 month period, in millions 52,000. 
Ratio of taxes contained per dollar of retail sales, 

in cents © Pee 15.6 


Bearings on the Problem of Income Taxes 


N THE light of this “checked and counterchecked” 

showing of what our low and moderate income 
workers are now paying in taxes, it is extremely 
questionable whether there should be any further 
“soaking” of the poor through broadening the income 
tax base (increasing the rates on lower brackets, do- 
ing away with or decreasing the present exemptions, 
etc.). Certainly, not unless present tariffs, manu- 
facturers’ taxes, wholesalers’ taxes, liquor taxes, gas 
taxes, sales taxes, processing taxes, chain store 
taxes, amusements taxes, and direct and indirect 
consumption taxes of all sorts are at the same time 
abolished or considerably reduced, which would be 
a consummation devoutly to be desired, but one that 
is not likely to be brought about in the very near 
future—at least, not under our present generation 
of local, state, and national legislators. 





® This $8,122,500,000 tax figure, like those derived from the study oi 
individual consumer goods and services, excludes all corporate and indi 
vidual income taxes, excess profits taxes, estate, gift and inheritance 
taxes, taxes on owner-occupied residences, poll taxes, and ‘‘any and all 
levies” that are theoretically impossible or difficult to pass on in the 
selling prices of goods or services. They likewise exclude all social 
security taxes, these being treated as deposits for future withdrawal. 
rather than as current taxes. 
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The Shoptalker 


KEW days after we send this to press we shall! 

have a birthday anniversary which we shall 

observe as little as possible. (However, gifts 
received prepaid will not be rejected; and if they 
are useful, will not be sent back.) We are getting 
so much closer to Oldtimer and so much further 
away from the Kid, that we have no desire to cele- 
brate our years. We'll resume that after we are 
seventy. 

But curiously enough, we have in our natal day 
another anniversary. If it wasn’t exactly on that 
day, in 1928, it was only a day or two away that 
we sent Durand Springer our first SHopratk. And 
it was practically a birthday gift in 1936 when THE 
Tax MAaGaziIne took over this Chatterbox depart- 
ment from the American Society of C. Aw’s. 


Accordingly, this October, 1937 issue marks the 
start of the tenth year of Shoptalking. So with the 
kindness of our readers, (and the editor-in-chief) we 
are going to indulge in a monologue, and let Old- 
timer, the Kid, and other Taxtalkers, wait awhile. 


The surest sign of age, more certain than gray 
hair, is reminiscence. We’ve acquired quite a bunch 
of gray hair, if not gray matter, and we want to 


“reminisce” a bit. Nine years ago we were in Hart- 
ford, Connecticut, working under James Gordon 


Robinson, one of the few Irish born accountants 


we've ever met, and one of the ee of 
where we met them, or whence they came. By this 
time his daughters must be charming young college 
juniors, or maybe seniors. Heigh- ho. We are still 
bachelor. 
Ten years ago we 
season ; 


saw five football games in one 
more than we’ve seen all told since 1931. 
It isn’t only the less easy money of the depression 
years; one game a season is enough for a grad of 
22 years. We stood in a crowd outside of a Hartford 
newspaper office all of one Sunday afternoon while 
the Yankees battled the Athletics in a final, pennant- 
clinching game. Imagine such a crucial event not 
being radio-cast today! Coolidge, God rest him. 
was getting ready to relinquish the presidential chair 
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to Hoover, and only the most stubborn Democrats 
had more than a hope for Al Smith. Who would 
have then dared to predict that Al would be opposed 
to Franklin Roosevelt, or for that matter that the 
latter would now be pointing towards a third term? 


The stock market was at the beginning of its year- 
long wild boom. Business in general was prosper 
ing, taxes were thought too high (seems incredible !) 
and those like ourselves, who saw the inflation and 
feared it, were looked upon as crepe-hangers. Well, 
we never thought it would get as bad as it did, and 
with the Oriental crisis what it is, we can only pray 
it won’t get worse. 


Social Security we 


is unheard of except among an 
esoteric group, and 


about as likely to come to pass 
as Henry George’s Single Tax idea of a preceding 
generation. Maybe we'll get a Single Tax yet. It 
isn’t the rate but the number of taxes today that 
wear down a business and its tax man. 


Accountants discussed the possible extension of 
the English Companies Act to American finance, but 
very academically. They were too busy with cur- 
rent pre-merger-expansion audits. Consolidated tax 
returns dominated their minds. Today we find col- 
lege sophomores studying the Securities Exchange 
Commission as though it had been in existence as 
long as the Interstate Commerce Commission, while 
the relatively few accountants who do S. E. C. work 
sometimes wonder how they or their clients ever 
got along without it. But why goon! You can look 
into your files of Te Tax MaGazine or any other 
periodical, and make your own comparisons. 


The Shoptalker has had his chief pleasure for 
many years, in his Shop. In fact, during a couple 
of black spells, it was a spiritual lifesaver. He is 
glad that last year’s change from sustaining to com- 


mercial has changed his Shop but little. A little 
more taxes; a little less gossip about C. P. A.’s; a 


somewhat more legalistic clientele; but just as much 
human interest. An article slapped together in 1928 
to keep a promise and meet a deadline date has 
grown into, what we immodestly believe to be, an 
institution. And if we are not yet ripe for a home 
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lor the aged, (or mentally unbalanced, take your 
choice) we enjoy living in this institution so much 
that we’d like to have all of you join us here. You 
too can share your laughs, your memories, your ex 
periences, with others. Come on in, brother! The 
talk is fine! 


Machinery for Taxes 


NY reader who wants to meet the Shoptalke: 

in the flesh (not over 132 pounds net) can do 
so at the Waldorf-Astoria Hotel in New York on 
October 18. This is the day the New York State 
Society of C. A.’s acts as host to the American 
Institute of Accountants, which starts its jubilee 
(50th anniversary) meeting the next day. The morn 
ing session will be devoted to the Economics and 
History of Machine Accounting, starting with the 
crude and clumsy adding machines of half a century 
back, and going on to the modern high-speed mar- 
vels without which business and taxation would be 
impossible. Without punch card machines, the ad- 
ministration of the social security taxes, requiring 
so far over twenty-five million individual accounts, 
would be an utter impossibility. Witness also the 
two recent rulings on Social Security. The treasury 
has granted permission to employers to print form 
SS-2a as a continuous form, for use in bookkeeping 
machines (SST-Mim. Coi. No. 4627). The New 
York State Unemployment Division has announced 
that tabulating cards (Form UIC 331) may be used 
in place of Form UIC 54 for reporting quarterly pay 
roll records. The punch cards will be furnished 
without charge by the State. We see no good rea 
son why, using duplicating punch m: ichines , cards 
could not be used for Federal reporting also. If you 
have any trouble locating us at the convention, just 
look for the guy whose hat size is bigger than his 
shoe size. You'll probably find him tethered to a 
machine, but although not muzzled, vou need not 
he afraid to approach. He’s harmless. 


Taxes 


like mailings awaiting our attention when we 

came back from a too short vacation, were light 
but very interesting. In particular the case of Bene- 
ficial Loan Co. (CC. \ 3rd, Aug. 11). Quoting from 
374 CCH § 9447: “C ‘compensation paid by plaintiff cor- 
poration to an accounting firm for auditing the books 
of companies taken over by the plaintiff was a capi 
tal expenditure and was not deductible as a business 
expense or as a loss.” See also this department 
page 671, November, 1936. We like the Bair case 
(District Court, Eastern Dist., Pa., Aug. 11, 374 CCH 
* 9450). But the Treasury will never accept it with- 
out appeal; it needs the money too much. Nope! 
Read it vourself. 

Of much more immediate concern to all tax prac 
litioners is the mistaken Treasury attitude that pub 
lic accountants who do “write-ups” are —— 
of clients. Tf this is by any mischance sustained, 
will raise havoc. See SSF. 86, 373 CCH © 6101. 


Krom Wm. Shanahan, San Diego: “Under the 
community property laws and the decisions inter 
preting these laws, a spouse receives an interest in 
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only the income produced from the efforts of the 
other spouse during the marital relationship. Upon 
marriage no interest is acquired by a spouse in either 
the separate property of the other spouse, or in the 
income received therefrom. Property received after 
marriage by gift or bequest is the separate property 
of the donee spouse.” (See page 482, column 1, 
August issue of Tur Tax MAGAZINE. ) 

If you look in your CCH) Federal Index Volume 
under Contributions, you will find two solid pages 
regarding deductibility, but not one word about tax- 
ability. Yet corporations. that are not organized for 
charitable purposes do receive contributions. For 
example, a group of citizens of Blanktown give cash 
to a factory for locating there. Is it income to the 
factory owner? Tf not, why? If it is income, is it 
taxable? We wish some reader would write an arti 
cle on the subject. Meanwhile brief statements of 
not over 200 words will be considered for this Shop. 

On August 30 (our authority being the N. Y 
Times) D. B. Sugarman told a meeting of insurance 
lawyers at Atlantic City how to legally avoid mil 
lions in Ts ment taxes. He alleged the ap- 


proval of the U. S. Treasury, but the ‘disapproval 
of the State of N.Y. 


Professors 


HERE is an impression abroad that no college 
professor can know anything about income 
taxes, because no college professor gets an income 
big enough to be taxed. Well, if by any chance you 
missed Irving Fisher’s article in the July issue of 
Tue Tax Macazixe go back and read it; and also 
read the case of the author, 30 BTA 433 (371 CCH 
€ 331). Then read the case of Ettinger, a former 
member of the faculty of New York University, 36 
STA 41 (374 CCH $7204). Some profs do have 
sacniie incomes; and when they write about taxa 
tion, they’ve had personal practical experience. Roy 
Kester, Professor of Accounting at Columbia, had 
his picture in the /Terald Tribune on July 11. 

or human interest to the nth degree, read 373 
CCH § 5279 and 374 CCH § 9457. The case is 
\Vitchel, District Court for Southern New York, 
\ugust 20, in case you use another tax service. 

* aS oo 

The case of the Kentucky Rock Asphalt Co. (374 
CCH $9460), Western District of Kentucky, August 
28, presents an involved case of intercorporate ma 
nipulation. If you lack a good detective story to read 
these chilly evenings, try to follow those notes in 
and out of the bank. 

New appointments of interest to tax men are 
John W. Kern to the Board Tax Appeals and 
Justin Miller as an Associate Justice of the Court of 
Appeals of the District of Columbia. 


* 


\ junior trust officer of a great bank tells this one. 
llis sister is secretary to a wealthy man. Like all 
secretaries she is sometimes called upon to do things 
that are not strictly of a secretarial nature. (We 
know some who consider that fact the distinction 
between a mere steno and a secretary.) For exam- 
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ple she has had to escort the boss’s children about 
town, when the mother, governess, chauffeur, etc., 
were unavailable. But recently this happened twice 
in one week; meant overtime work for her, and she 
was complaining about it to her brother. “Well,” 
said the banker, who also knows his taxes, “the next 
time it happens, tell him to refund to you all the 
deductions for Federal Old Age Benefits; and when 
he asks you why, tell him that domestic servants are 
exempt.” Our reaction to this is that she’d probably 
lose her job; but it’s a darn good idea. 


Laugh of the Fiscal Year 


HIe newly married C. P. A. said to his wife at 
breakfast on the morning of June 30, “T fear IT 
shall be late for dinner tonight.” 

“Why?” asked the bride. 

“Well, two of my clients,” said the young hus 
band, “have a fiscal vear ending today and I’ve got 
to go around at the close of business and count the 

” 
cash. 

Replied the young wife: “You told me once what 
a fiscal year was but why can’t vour clients count 
the cash themselves ?” 


Tardy Returns 


EGARDING the difficulties of form 1134 (see 

September issue of THe Tax MaAGaAzIne, 
page 535), one reader told us that upon several 
occasions, either by reason of his client’s disability 
or by inadvertence, unsigned returns had been filed, 
and the collector had accepted subsequent signa- 
tures, without penalty other than a call at the reve- 
nue office. Well, if that is acceptable procedure 
(which we gravely doubt) why don’t the instruc- 
tions say so? Another reader tells us just the con- 
trary. A return, signed by him and his client, and 
filed on time, was inadvertently not notarized. The 
Treasury held it was no return at all, and assessed 
and collected the 25% penalty. 


Student’s Department 


The following question is submitted by a reader: 

“L have been unable to find any cases or rulings 
on the following question, and would like to have 
vour aid. In January, 1929, Blank subscribed for 
ten shares of stock at a price of $100. per share, pay- 
ing for it on the installment plan, the last payment 
being made in December, 1932. He sells it for $800. 
in July, 1937. Obviously, he has a loss of $200. The 
question is: ‘What percentage bracket does it fall 
into? Tf the subscription date determines, only 40% 
is deductible. If the final payment date determines, 
00% is deductible. Which is it; and why?” 

Answer by the Shoptalker: 

This same question, and the lack of regulations, 
or cases thereon, vexed the Shoptalker three years 
ago. The answer, which he arrived at, after consult- 
ing with the client’s attorney, is that each case has 
to be decided on the actual facts. The determin 
ing date is the date that title passes. In most install- 
ment purchases, title passes only after the last 
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payment is made. So Blank’s date would be that, 
unless some unusual circumstances existed. For 
example, if it were a friendly or family sale, so that 
Blank became the possessor of the certificate, and 
voted it at stockholder’s meetings, then the date of 
registration in his name would be the date. 


Similarly if the purchase were on the once popular 
employee’s plan, whereby the payments were made 
hy salary deductions (and the length of time in the 
problem indicates that it might be) with dividends 
likewise applying to reduce the employee’s indebted- 
ness, the subscription date might be the one. The 
stock might not be registered in the employee’s 
name until the last cent was paid, but the fact that 
he got the benefit of dividends, would be a presump- 
tion of ownership. On the other hand, the purchase 
agreement usually forbade the subscriber to sell; 
this would be non-ownership. 


A corollary is the incomplete subscription. Sup- 
pose that Blank had paid half the subscription price. 
While some subscription agreements provide for 
forfeiture of all payments upon default, the better 
agreements provide for pro rata issuance of shares, 
less any expenses, with fractional shares usually 
barred. In that case Blank would have paid for five 
shares. Assuming that there were no expenses, or 
that Blank made them good, in order not to forfeit 
the fractional share, he would get five shares. Now 
from this, it may be argued that he acquired title 
pro rata. That is to say, that every time his pay- 
ments amounted to $100. he got title to a share. In 
that case the purchase dates might look like this: 


January, 1929 Downpayment $100. 1 share 

April, 1929) Accumulated 150. 1 share 

June, 1929) Accumulated 75. 1 share 
SCC... ‘Ste: 


If there were such an agreement in Blank’s sub- 
scription, that would be the way to figure the 
brackets. 

If any other reader has any ideas, citations, or 
objections to the foregoing, we shall be pleased to 
receive them. 





Beg Pardon 


E THANK Mr. H. W. Schall for calling out 

attention to an error in the June issue. The 
case cited at 374 CCH 9231 is Lauriston, and not 
[.aurelton. 


In the July issue page 415, first column, there was 
an error in the tax problem. The $78,500 item should 
he Depreciated instead of Undepreciated. Three 
people in our office checked that solution before we 
sent our copy to Chicago and nevertheless did not 
catch the error. 


In the September issue in our comment on the 
article in the July number of the “Florida Account 
ant,” we erroneously referred to Clyde Fisher instead 
ot to P. W. Fisher. Beg your pardon, Mr. P. W. 
Fisher. 











ASSESSMENT OF REAL PROPERTY 
FOR TAXATION 
Kenneth K. Luce, University of Michigan 
Law School 
35 Michigan Law Review, June, 1937, 
p. 1217-1262 

The ultimate objective in the taxation of 
real property must be to distribute the 
burden equitably. The effort to attain equi- 
table distribution of the property tax burden 
resolves itself to an inquiry into the concept 
of value. The real problem has been one 
of working out a comparative process of 
valuation which, in the light of the eco- 
nomic conditions in which it is applied, will 
arrive at a common monetary scale of tax- 
able value, in other words, a tax base, ade- 
quate to distribute equally the burden of 
real property taxation. 

It has been suggested that the 
to be considered in the process of 
property tax valuation be made consistent 
with the doctrine of ability to pay, in other 
words, that income should be the guide, 
and that capitalized income value should 
become taxable value. It must be recog- 
nized, however, that the theory of ability 
to pay leads logically toward placing all 
taxation upon the basis of personal in- 
come, leaving taxation of property as such 
without plausible justification. Neverthe- 


| ditions then prevailing. The market value 
guide was written into many state statutes 
and constitutions as the legal guide to taxable 


. |} courts to 
factors | 
real | 


less, the property tax still furnishes prac- | 


tically all local revenue and a large portion 
of state revenue. 

Another theory of taxation, the so-called 
benefit theory, would measure the tax di- 
rectly by the relative economic benefit 
which the property receives as a result of 
governmental protection, that is, by estab- 
lishing a correlation between benefit of 
protection and the cost of that protection 
to the government. There is, however, no 
wav of determining governmental cost of 
protecting real property, and if there were 
it would be extremely difficult to apportion 
the cost equally among many 
parcels of property. 

From the beginning of our property tax 
history until nearly the close of the last 
century, the most common index of taxa- 
ble value was the land market. So long as 
the United States remained a country with 
an expanding frontier of free land, market 
value was undoubtedly the best solution 
of the problem. But men did not appre- 
ciate that market value depended for its 
efficacy upon the specific economic con- 


value. The frontier has disappeared and 
with it the active land market. City busi- 
ness property is seldom sold, and the value 
of utilities and railroad property has come 


to be bound up inextricably with the value | 
i Violent fluctu- | 
ations in price levels and in business con- | 
ditions since the beginning of this century | 


of going business assets. 


have, in the opinion of many, made market 
value, where it still exists, an impossible 
guide to uniform property assessment. 
Furthermore, the steady and increasing ex- 
penditures of government cannot depend 
on a tax base which fluctuates with uncer- 
tain and always changing market prices. 
Administrative necessity has led 
hold that reasonable classifica- 
tion of property for assessment purposes 
is permissible within the principle that all 
property must be assessed upon a uniform 
basis. The whole practice of tax valuation 


as it exists today. 

The outstanding characteristic of rural 
assessment practice is the almost complete 
lack of uniformity of method in the deter- 
mination of taxable value. 
rural land, market value has retained its 
utility to a greater extent than it has with 
other classes of property. Even in rural 


In the case of | 


rental figures, corner influence, lot location, 
and other relevant facts. In the fixing of 
building assessments, the predominant fac- 
tor seems to be reproduction cost. Build- 
ings are classified according to their type 


_and quality of construction, as well as their 


the | 


use and location. It is when a depression 
is encountered that the reproduction cost 
system of assessing city buildings is en- 


|dangered. Assessment upon the basis of 
capitalized income value is administra- 
tively impracticable. There is no data 


available upon which to compute the pe- 
riodic income of most property. The ex- 
pense of the original valuation which 
would be required annually might be pro- 
hibitive. 

The courts have been forced to realize 
that equitable distribution of the tax bur- 
den between public utility and other prop- 


|erty must be achieved otherwise than bh: 


| tion to both. 


| ¢ . Vv: 10n | value of physical property is even less ap- 
is bound up with state tax administration | 


application of the same methods of valua- 
The traditional tax upon the 


plicable to the property of the public utility 


| than to the property of the ordinary busi- 


ness concern. A_ shift from _ physical 


| property taxation to the taxation of going- 


| communities, however, land is seldom sold, | 


with the result that the rural and small 
town assessor is left with nothing but his 
uncontrolled judgment as a guide. Decen- 


establishment of systematic and scientific 
assessment of any kind in rural areas, and 
has led to competitive under-assessment, 
which only heightens the confusion. 


The variety of uses to which property | 


is devoted in a modern city has created 
a tax valuation problem of such complexity 


| that practically all cities were forced many 
types and | 


ods of assessment in order to prevent the 
complete breakdown of the property tax. 
Scientific systems of urban property as- 
sessment have come into general use to- 
day. The systems begin by separating the 
land from the buildings and improvements 
for purposes of valuation. The land is 
valued on the basis of front foot value. 
In valuing the front foot, the assessor con- 
siders such things as previous assessments, 
previous sales, mortgage loans, lease and 
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| market value. 


business values becomes necessary, and 
this leads in the direction of placing one 
assessment upon the whole public utility 
as a business unit, to the exclusion of any 
additional assessment of its physical prop- 
erties. This method is termed the unit 
rule of assessment, and has been adopted 
in all of the states. In the case of the public 


ju : | utility, governmental regulation and busi- 
tralized administration has prevented the | 


ness necessity have led uniformly to the 
development of accounting systems ade- 
quate for the proper determination of in- 
come. The result is that income often 
receives more emphasis than any other 
factor in the valuation of these instrumen- 
talities for tax purposes. Unlike most other 
property, public utility property is usuall) 


| capitalized, and the capitalization is repre- 
years ago to seek more systematic metl- | 


sented by stocks and bonds which have 
Accordingly, market value 
of stocks and bonds has come to be widel) 
used for tax valuation in this field. The 
Interstate Commerce Commission and the 
state utility commissions have undertaken 
extensive original and reproduction cost 


_valuations of utilities properties for rate 


purposes, and the tax commissions have 
made use of these in tax valuation. In 
view of this practice in evaluating public 
utilities properties, it is hard to see how 
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unequal distribution of the tax burden be- | 
tween the different classes of property can 
be detected except in the clearest of cases. 


Many authorities feel that the com- 
plexity of the real property tax as applied 
to the property of public utilities, and the | 
fact that the income of public utilities is | 
regulated through state control of rates, | 
should justify placing taxation of these 
instrumentalities solely upon the basis of 
their income measured in terms of gross | 
earnings. They feel that equality of taxa- 
tion should be achieved between public | 
utilities and other property. Since differ- 
ences in value data prevent attaining 
equality through application of a uniform 
method of valuation to both, they feel that 
income should be the basis of utility as- | 
sessment. Under this plan, equality of bur- 
den as between public utilities and other 
property is to be achieved by variation of 
the public utility income tax rate. The 
United States Supreme Court upheld the 
California gross receipts tax upon public 
utilities, now repealed, in Pullman Co. v. 
Richardson, 261 U. S. 330, but the opinion 
intimated that the equal protection clause 
of the Fourteenth Amendment would re- 
quire that the gross income tax not depart 
too widely from what the tax would be if 
the property were taxed on the same basis 
as the rest of the property in the state. 


Most state statutes and constitutions 
still require that all property be assessed 
uniformly upon the basis of market value. 
The result is that the courts have been 
faced with the problem of reconciling pres- 
ent day practice with an outmoded statu- 
tory standard. The destructive influence 
which strict judicial application of the stat- 
utory mandate would have upon the | 
efforts of assessment officials to reach a 
workable solution of their problems has 
heen mitigated largely by three factors: 
judicial recognition of the doctrine that 
courts should be slow to interfere in cases 
involving governmental collection of reve- 
nue; the remote and detached character of | 
judicial review of real property tax assess- 
ment usually fails to reflect clearly the 
true nature of assessment practice; 
the courts are realizing more and more the 
importance of the relative position which 
the individual assessment occupies in the 
assessment structure of any particular city, 
county, or state, and that justice to the 
individual taxpayer does not depend upon 
the value at which his property is assessed, 
but upon the relation of his assessment to 
that of other property of the same class in 
the jurisdiction. 

In at least one type of case the courts 
have long been accustomed to sacrifice 
market value to uniform and equal taxa- 
tion. It is the generally accepted rule that 
if the taxpayer can show that his property 
is assessed at full value while the rest of 
the property in the jurisdiction is uni- 
formly assessed at less than full value, the 
court will obey the requirement of equality 
and lower the assessment complained of to 
the general level. It is when the taxpayer 
does not complain of discrimination, but | 
points only to the fact that his assessment, 
viewed independently, is far above the sale 
value of his property, that a court will 
often forget that equal distribution of the 
tax burden is the true objective of real 
property taxation and will lower his as- | 


sessment in obedience to the market value | 
mandate. 


| 
| 
| 
| 





| to establish such taxes. 


DIGESTS OF ARTICLES ON TAXATION 


Soon after the turn of the nineteenth 
century, the equal protection clause in the 
Fourteenth Amendment became the basis 
for Federal jurisdiction in cases involving 
the assessment of real property, and re- 
placed the uniformity clauses in the state 
constitutions as the guide to decision. In 
essence, the Federal courts would not in- 
terfere unless the principle of equal distri- 
bution of the tax burden was clearly and 
systematically violated. In 1936, in the 


| case of Great Northern Railway v. IV eeks, 


297 U. S. 135, in holding that a tax assess- 
ment was too high, the Court made no 
mention of the principle of equal taxation 
as it had been applied previous to that time 
under the equal protection clause of the 
Fourteenth Amendment, but instead in- 
voked the due process clause. This deci- 
sion was followed by Parson v. Detroit & 
Canada Tunnel Co., 15 F. Supp. 986, where a 
decision similar to that in the Weeks case 
was handed down. The questions of uni- 
form assessment practice and equal distri- 
bution of the tax burden were ignored, 
The obvious result of these decisions is to 
favor the taxpayer who thus obtains re- 
duction of his assessment to the prejudice 
of the other property owners in the same 
class who must as a result bear the addi- 
tional tax burden. 

Clearly, equal distribution of the tax 
burden can come about only by applying 
uniform methods of assessment to the 
property in each class. Any effort to 
achieve equality between the classes must 
lag behind. 


THE STATUS OF TAXES RELATIVE 
TO LAND ACQUIRED BY THE 
UNITED STATES 


lVilliam Berg, Jr., Member of the Oregon 
Bar 
16 Oregon Law Review, June, 1937, 
p. 340-356 

Property of the United States is gen- 
erally not subject to taxation by the state 
or its subdivisions. The problems dis- 
cussed in this article are two: (1) Does 
the lien for taxes levied during the current 
year, which under the Oregon law attaches 
by relation as of March 1, become effective 
as against real property acquired by the 
United States after March 1 of that year? 
(2) Before what date must the United 
States acquire such property in order that 
the same may be deemed to have been pur- 
chased free from the lien of current taxes? 

The section of the Oregon code pro- 
viding that all lands transferred subse- 
quent to the tax day shall remain liable 
to taxation, except those transferred to the 
United States, does not prove to be of 
material assistance in the solution of the 
second problem, because it fails to indicate 
any definite date after which lands trans- 
ferred to the United States must be con- 
sidered as subject to current taxes. 

Land in Oregon purchased by the United 
States after March 1 of the current vear 
is not subject to taxes levied during that 
vear, provided it is acquired by the United 
States prior to the date upon which taxes 
for the year are levied. The authorities 


| are uniform in holding that the statutory 


retroactive lien, which is effective as of 


| March 1 of the year in which the levy is 
| made, does not attach to land which is 


transferred to public ownership prior to 
the date of the completion of proceedings 
Only three de- 
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cisions, none of which can be regarded as 
controlling at this time, were found to con- 
trovert this conclusion. 

Perhaps the leading case involving the 
question under consideration is United 
States v. Pierce County, 193 Fed. 529, where 
the lots in question were acquired by the 
United States after March 1, of a certain 
year, but prior to the date upon which the 
levy of that year’s taxes was made. The 
county contended that the United States took 
title to the land subject to the lien of the 
taxes. In holding against this contention 
the court pointed out that the actual im- 
position of the tax necessarily required the 
passage of a considerable period of time 
during the tax vear and that, although 
the lien of the tax attached by relation to 
specific property as of the date upon which 
tax proceedings were initiated in that state, 
the whole statutory proceeding had to be 
pursued before the lien could attach as of 
any date. The court reasoned that ac- 
quisition of the property by the United 
States operated to withdraw the property 
from all effects of subsequent state action, 
and that no tax could be deemed to have 
been levied against the property of the 
United States. In this case we have an indi- 
cation of the answer to the second prob- 
lem—the acquisition must be made prior 
to the time when the taxation proceedings 
are complete, that is, before the actual levy 
has taken place. In the case of State v. 
Snohomish County, 71 Wash. 320, the court 
again stated that until the tax is actually 
levied, it is not complete and imposed; 
consequently, no tax lien can attach as 
against public ownership, regardless of the 
provisions of the law attempting to estal- 
lish the same by relation. A survey of the 
decided cases definitely indicates that the 
statutory lien which becomes effective as of 
March 1 by relation cannot apply to real 
property which is transferred to public 
ownership prior to the time when proceed- 
ings to establish the tax have reached the 
stage where they may be regarded as com- 
plete. 

Problem 2: before what date must the 
United States acquire real property within 
the State of Oregon in order that such 
may be classified as nontaxable for the 
current year—remains to be considered. It 
is uniformly held that until the tax proceed- 
ings have reached the stage at which they 
may be considered as complete, or fixed 
and final, an acquisition by the public cuts 
off pending proceedings. The time at 
which the levy is made is regarded in most 
cases as the time at which the proceedings 
are complete. This line of reasoning seems 
to be present in all of the cases: Until the 
levy is made it is impossible to determine 
the tax burden which must be borne by real 
property. As soon as the proceedings have 
reached the stage at which the burden may 
be definitely computed, the tax is complete, 
or is fixed and final. All that remains to be 
done thereafter is the collection of the tax. 


The time at which a tax is fixed and 
final or complete, insofar as a public gran- 
tee is concerned, naturally depends upon 
the context of the taxation statute under 
consideration. The Oregon law is not defi- 
nite in fixing this time. By the levy is 
meant the determination of the amount of 
the tax to be raised for the current year. 
It is true that various levies are made by 
| certain taxing bodies prior to the time at 
| which the county court makes the general 
| county levy in November, but a reading of 














60% 


the pertinent sections of the Oregon code 


of 1930, indicates that this November levy | Wash. 409, the assessor valued the plain- 


is cumulative. ‘There is every reason to 
believe that if the state supreme court 
were called upon to designate the date be- 
fore which the United States must acquire 
property in order to cut off current real 


| 


| value of the term. 


property taxes, it would hold that an ac- | 


quisition made at any time prior to the 
November levy would be sufficient. 
conclusion is based upon the reasoning set 
forth in City of Portland v. 
County, 135 Ore. 469, where the court said: 


It is only when the amount of the tax has been 
determined and levied that the lien relates and 


attaches as of the date specified in the statute. 
Of course, the doctrine of relation presupposes 
the creation of a valid tax. If the property is 


nontaxable, the doctrine has no application. View- 
ing the case from any angle, we are convinced that 
no valid and enforceable lien is upon the land which 
passed to the city prior to the levy of the tax. 

\lthough the court was not called upon 
to state specifically that the levy date is 
that date upon which tax proceedings are 
complete, and upon which taxes are re- 
varded as imposed, this deduction is ines- 
capable in view of the language employed. 

There remains the question as to when 
property is acquired by the United States 
so as to be properly classified as nontaxa- 
ble for the current year. There must be 
a delivery of a valid deed in order to con 
stitute a transfer of title. It is believed 
that nonliability for taxes should accrue as 
to the United States in certain circum- 
stances even prior to the time at which it 
has accepted a deed, as where the United 
States has become a vendee in possession 
under a valid contract to purchase land. 
When the government has become the ven- 
dee under such a contract, it should be re- 
garded as the “owner” for the purpose of 
taxation. 


THE DOCTRINE OF CONSTRUCTIVE 
FRAUD IN THE WASHINGTON 
LAW OF TAXATION 


John N. Rupp, Student, University of 
Hashington Law School 
12 Washington Law Review, July, 1937, 
p. 205-211 
As a general rule, the court will relieve 
a taxpayer from the burden of an excessive 
tax where the conduct of the taxing 


This | 


Multnomah | 
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Metropolitan Bldg. Co. v. King County, 62 
tiff’s leasehold on the basis of the amount 
of the investment and the duration of the 
term, whereas a leasehold is to be valued, 
for taxation purposes, at the actual present 
The plaintiff was held 
entitled to relief even though, apparently, 
there was not such an excessive valuation 
as would otherwise have been sufficient to 
justify relief. In the more recent case of 
Grays Tlarbor Pac. R. Co. v. Grays Harbor 
County, 62 P. (2d) 1347, however, the 
Washington court held that mere assess- 
ment on the wrong basis is not sufficient 
to warrant the court’s interference, but that 
the procedure must result in an exorbitant 
valuation. 

Closely akin to the 
wrong basis” cases are 
which the court accords to the taxpayer 
a remedy against an excessive valuation 
reached by considering the speculative or 
future value of the property. 


“fundamentally 


those cases in| 


+ 


October, 1937 


traded. 


The second test deals with earn 
ings. 


This factor has caused more confu 


sion than any other. Non-recurring charges, 


rate of depreciation of fixed assets, rate of 
depletion, profits and losses resulting from 
the sale of capital assets, deduction for 
salaries of officers, must all be considered. 


| In considering earnings, it is the present 


practice to use principally the net earn- 
ings for the current year, but to conside: 
also the earnings of the prior four years 
The court feels that the current year’s 
earnings are most important because }\ 


| using exclusively a five-year average, eco 


The factor | 


that underlies the whole doctrine of con- | 


structive fraud is excessive 


valuation. In|} 


some cases “flagrantly excessive valuation” | 


has been held to be of itself sufficient to 
warrant the interposition of the court on 
behalf of the taxpayer. There need be no 
evidence of lack of uniformity. In the great 
bulk of the cases the court apparently in- 
sisted upon an over-valuation of at least 
double the true value before it would inter- 
fere. 


VALUATION OF CAPITAL STOCK 
IN PENNSYLVANIA FOR TAX 
PURPOSES 


I. H. Krekstein 


64 Journal of Accountancy, July, 1937, 
p. 51-55 


Generally, the taxing officer must arrive 
at a valuation which is the highest he can 
establish, which is acceptable to the tax- 
payer and which would be sustained before 
the resettlement board, the board of fi- 
nance and revenue, and the courts. On the 
other hand, the officers of a corporation 
try to arrive at a valuation which is the 
lowest they can establish. It is the hope 


| of the taxing officer when settling an ac- 


officers has been so improper that it can | 


be called “constructively fraudulent,” even 
though the officers acted in good faith. 
This rule is clearly a proper one, but diffi- 
culties are often encountered in applying it. 

When the taxing officer deliberately as- 
sesses different kinds of property at diff- 
erent fractions of their cash values, his 
action closely approaches actual fraud. Ac- 
cordingly, the court will grant relief in 
such instances. The taxpayer may also 
obtain relief if he can show that his prop- 
erty has been over-valued or over-assessed 
as a result of arbitrary action on the part 
of the taxing official, and it seems that the 
amount of over-valuation need not be very 
vreat. The taxation of non-taxable prop- 
erty does not come strictly within the bor- 
ders of the constructive fraud doctrine, but 
it may result in an over-valuation of taxa- 
ble property, and excess taxes paid under 
protest may be recovered. 

\nother example of constructive fraud 
is that class of cases where there is an ex- 
cessive valuation reached by a process of 
valuing the property on a fundamentally 
wrong basis or theory. In the case of 


stock; 


| sidering indebtedness. 


count that he can accept the value of the 
capital stock as appraised by the officers 
of the corporation. Thus, it is important 
that corporations employ a method of val- 
uation resembling that used by the depart- 
ment of revenue. 

Valuation is not a matter of formula, but 
a matter of judgment. For the purpose of 
taxation, however, valuation must be by a 
uniform method. The officers of the cor- 
poration should determine the “actual 
value in cash” of the capital stock as of 
the close of the period at a valuation not 
less than: the average selling price of the 
the value indicated by earnings, 
whether declared in dividends, expended in 
betterments, or carried into a surplus ac- 
count; the actual value of all assets, con- 
The courts have 


| repeatedly stated that all elements of value 
,;must be considered, but at no time have 


} 


| 
| 


they indicated what weight should be at- 
tributed to each factor. 

The selling price of stock should be 
averaged for the year either on the basis of 
a weighed average, or a mean average. The 
only time full weight can be attributed to 
this factor is when the shares are actively 


nomic conditions would be ignored. 


At what rate should earnings be capital 
ized in order to arrive at value measured 
or indicated by net earnings? This ques 
tion has caused considerable confusion. 
The revenue department does not use the 
same rate for all types of businesses and 
has changed the rate from time to time 
Since earnings contribute only one element 
in the determination of the valuation oi 
capital stock, most valuations are not se 
riously affected by this factor. The de 
partment at this time capitalizes earnings at 


|eight per cent in the case of public utilities 
; and at ten per cent in the case of other com 


panies, giving less weight to profits, how- 
ever, when earned by a personal-service 
corporation and when the earnings art 
unusually large and there is small possi 
bility of their being sustained over an ex 
tended period of time. 


Another factor that must be considered 
in connection with earnings is the question 
of whether the profit has gone into sur- 
plus or has gone toward the payment of 
dividends to stockholders. When the earn 
ings for the period have resulted in the 
payment of dividends it is apparent that 
an added value accrues to the capital stock 
from the viewpoint of the shareholder 
Accordingly, added weight is given to the 
value when dividends are paid during the 
period. 





CASE COMMENT 


Taxability of the Right to Receive Stock 
in Corporate Reorganization.—The Reve 
nue Act of 1926 imposed a tax on the 
original issue of stock and, in addition, a 
stamp tax of two cents a share on “all 
sales, or agreements to sell, or memoranda 
of sale, or deliveries of, or transfers ol 


| legal title to shares or certificates of stock 


or... rights to subscribe for or to receive 
such shares or certificates.” A Minnesota 
corporation reorganized under a Delaware 
charter in 1928, transferring all of its as 
sets and liabilities on the Delaware corp 
ration, receiving in exchange for each an 
every $100 share of its own stock, 45 share 
of no-par Delaware stock. The stock was 
to be issued to the Minnesota corporation 
or “to its nominees,” and was in fact 1s- 
sued directly to the old shareholders. The 
tax on the original issue under the above 
statute was not denied, but appellant paid 
the transfer tax under protest. The sole 
issue was whether the Minnesota corpora- 
tion passed a “right to receive” the new 
stock to its shareholders. Held: Tlie 
shareholders’ “right to receive” came from 
the old corporation, and there was a taxa 
ble transfer. American Gas Machine Co. ? 
Willcuts, 87 F. (2d) 924. Discussed in 23 
Va. L. Rev., June, 1937, p. 953. 
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ALABAMA 
Nov. 1—— 

License taxes: 
ness license tax acts the license taxes due Octo- 
ber Ist are not delinquent before the Ist day 
of November of each year. 

Nov. 15—— 

Motor vehicle registration: All motor vehicle reg- 
istration license fees and statements become de- 
linquent November 15th. 

Nov.20 

Coal and 
tax due. 

Gasoline tax: Monthly report and tax due. 

|.ubricating oils tax: Monthly report and tax due. 


Sales Tax—Monthly return due and tax payable 
on or before this date, 





iron ore mining: Monthly report and 


ARIZONA 





Nov. 1 ; 

Sale of real estate for taxes held between 
and this date. 

First Monday 

First half of real estate and secured personal prop- 
erty taxes delinquent. 

Nov. s— . 
Alcoholic beverage licensee’s report due. 

Nov. 15. 
Gasoline distributors’ 
_ taxes due. 
Gross income tax report and payment due. 
Motor vehicle carrier report and tax due. 

Nov. 20—— 
Gross income tax delinquent. 
Motor vehicle carrier report and tax delinquent. 

Nov. 25 
Motor fuel carrier report and any tax due. 

Nov. 30 
Small loan business annual reports due. 


Oct. 1 








and consignees’ reports and 








ARKANSAS 


Nov., First Monday——- 

Property tax hearings on appeals from the county 
board of equalization required to be held on or 
before the first Monday in November. 

Nov. 15—— 
Monthly sales tax and remittance due. 


Second installment of income tax due, unless tax- 


payer is on fiscal year other than calendar 
year. 
CALIFORNIA 
Nov. 1—— 
Beer and wine (manufacturers and importers) 


monthly tax due. 

First half of real property taxes and all 
personal property taxes due (except in certain 
cities and irrigation districts). 

Gasoline tax due; distributors required to make 
physical inventory. 

Motor vehicle registration and 
duced to 2/12 of annual rate. 

Pharmacies license fee due. 

Nov. 5 

Fish packers’ 

Nov. 10 

Alcoholic beverages (manufacturers and 
ers) monthly statement of sales. 

Cattle transporters’ monthly report due. 


license fees re- 





monthly report due. 





import- 


In all proceedings under the busi- | 


secured ; 





Horse, mule or burro 
ports due. 

Kelp monthly report due. 

Kelp privilege tax due. 


transporters’ monthly re- 





Petroleum and natural gas companies’ monthly 
reports due. 
| Nov. 15 a a 
Gasoline distributor’s return due. 
| Nov. 30 





Imitation dairy products monthly report due 
} Slaughter house monthly report due. 
| 


COLORADO 


Nov. 

Employment agencies must file a report with the 
deputy state labor commissioner monthly. 

Nov. 1—— 

Each city or town required to certify its levy for 
town or city purposes to the county commission- 
ers before this date. 

Ore buyer’s license fee is 
date each year. 


| 
| 
\¥ ov. 10—— 
| 
| 
| 





due on or before this 


Class A private carriers must file a report and pay 
tax for preceding month, on or before this date. 
Motor vehicle carriers must file a report and 
the tax for the preceding month, on or ielere 
this date. 

Nov. 15 
Coal mine owner's report due on this date. 
Retail sales tax return and tax due. 

Use tax return due. 

Nov. 20 

Class A private carriers notified of tax due, 
before this date. 

Motor vehicle carriers 
before this date. 
Nov. 25 
Coal mine owner’s royalty 
this date. 

Gasoline distributor’s statement to state oil in- 
spector due on or before this date. 

Gasoline tax due on or before this date. 

Report of motor fuel deliveries made during the 


preceding month required of all common carriers 
on or before this date. 








on or 


notified of tax due, on or 





tax due on or before 


CONNECTICUT 
Nov. 1—— 

Alcoholic beverage gross 
return and payment due. 

Gasoline tax due from distributors. 

Last day for appeal to the superior court in in- 
come tax matters. Attorney General may apply 
for judgment and execution. 

| Milford and West Haven. 
| property tax return. 


receipts tax, quarterly 


Last day for filing 





Returns for property taxes due except in towns 
specially treated. 
Nov. 4—— : 
Property tax returns due in Norwalk. 
Nov. 10 





Mortgagee may file property tax return for owner. 
State tax payable by towns. 

Theatre reports due. 

| Nov. 15. ie: 
Gasoline distributors’ reports due. 








| Railroad and street railway tax, second install- | 
| ment, due. 
| Nov. 30 
Cigarette distributor’s monthly (inventory) report 
due. 
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DELAWARE 

Nov. 1—— 

Monthly alcoholic beverage report due. 
Nov. 15 

Gasoline filling station report due. 

Last day to file alcoholic beverage report. 
Nov. 30—— 

Gasoline tax report and tax due. 





DISTRICT OF COLUMBIA 

Nov. 1 
Annual license taxes are required of the following 
businesses: Alcoholic beverages, amusement 
parks, apartment houses, auctioneers, bakeries, 
Celine and food establishments, etc., barber 
shops and beauty parlors, billiard or pool tables 
and bowling alleys, commission merchants, 
dairies, dances, entertainment, etc., delicatessens, 
restaurants and soft drink establishments, de- 
tective agencies, druggists or apothecaries, dry 
cleaning or dyeing establishments, employment 





agencies (private), fish (wholesale dealers), 
food products (dealers), fortune tellers, phren- 
ologists, etc., garages and service stations, 


gasoline pumps, guides or escorts, hotels, laun 
dries, livery stables, lodging houses, mattresses, 
motor vehicle for hire used in hauling goods or 
| merchandise, motor vehicle kept for rent or lease 
without driver, motor vehicles for hire, 











moving 

picture films, moving pictures, oil establish- 
ments, public baths supplied to transients, 
pyroxylin establishments, second-hand dealers, 
shooting galleries, slaughterhouses, slot ma- 
chines, solicitors, swimming pools, theatres, 
vendors, weapons (dealers). 

Nov. 10 

Alcoholic beverage statements due. 

Nov. 30 


Monthly gasoline tax report and tax due. 


FLORIDA 
Nov. 1 
All general and intangible property taxes due. 
Express companies’ gross receipts returns and 
taxes delinquent. 
Nov. 10—— ’ 
| Gasoline inspection fees and reports due. 


| Lime kiln reports and fees due. 











| Nov. 15 ' 
| Chain store monthly reports and gross receipts 
} taxes due. 


Gasoline sales and storage reports and taxes due. 
Nov. 30 
Auto transportation company 
due. 
| Fresh water fish dealers’ reports due. 
| Last day to secure 4 per cent discount on prop- 
| erty taxes, 





mileage tax reports 





GEORGIA 
Nov. 1—— __ ; 
Annual registration statement duc 
mestic and foreign corporations. 
| Nov. 5 


| Dealers and 


from both do- 





distributors of 
reports due. 
| Nov. 20—— 

Gasoline reports and taxes duc. 
os 30 
| Motor carriers 


oysters and = shrimp 





monthly report due. 








O10 


IDAHO 
Nov. 10 


Seer excise tax and report due 


Monthly report of dealers in dairy products sub- 
stitutes due. 
Nov. 15— 
Electric light and power company’s report and 


kilowatt tax due. 

Gasoline dealer’s report and tax due. 

Report and license tax of electric generating com- 
panies due. 

Retail sales tax and return due. 

Fourth Monday—— 

All taxes extended on the real property 

ment roll are payable to the county 


assess- 
treasurer 


without penalty on and after this date in the 
year in which such taxes are levied. One-half 
of such taxes must be paid prior to the 4th 


Monday of December, and the remaining one- 
half of such taxes shall be payable prior to the 
4th Monday of June. 

Any person paying taxes on personal property may 
obtain a rebate for the taxes paid in excess of 
the amount due, as determined by the Board 
of County Commissioners; provided that a duly 
verified claim for such rebate is filed with the 
clerk of the Board of County Commissioners 
on or before this date in the year in which 
such taxes are paid. 

The tax collector of each county in Idaho must, 
prior to this date each year, mail to every tax- 
payer, or his agent or representative, at his 
last known post-office address, a notice, describ- 
ing the property assessed in the name of such 
taxpayer, and showing the assessed valuation 
and the amount of taxes due thereon, the time 
when such taxes become delinquent, and show- 
ing all delinquency certificates and tax sale 
certificates. 

Nov. 30- 

It is unlawful for any corporation delinquent in 
the payment of its franchise (license) tax or 
fee, together with the penalty for such delin- 
quency, to exercise the powers of such corpora- 
tion, or to transact any business in Idaho after 
this date. Charters of delinquent corporations 
will be forfeited if delinquent Trenches (license) 








taxes are not paid before 4 o’clock p. m. on this 
date. 
ILLINOIS 
Nov. 1—— 
Egg dealer’s annual license fee due. 
Nov. 5 
Cold storage warehouse monthly report of food 
held in storage due. 
Nov. 15—— 
Alcoholic beverage tax return of manufacturers 


and importing distributors due between Ist and 
15th of each month. 


Petroleum products inspection fees for September 


due. 
Retailers’ occupation (sales) tax reports and taxes 
due. 
Utilities gross receipts tax and report due. 
Nov. 20 


Last day for distributor of motor vehicle fuel to 
make monthly return and to pay tax. 
Last day for non-distributors to file monthly motor 
fuel reports and pay taxes 
Nov. 30-— 
Last day for carriers to file monthly reports of 
motor fuel delivered during previous month. 


INDIANA 
Nov. 1—— 
Employment agency reports due. 





Semi-monthly payment of excise taxes on malt 
products and alcoholic beverages due. 
First Monday 
Last day for review of any assessment by State 
Board of Tax Commissioners. 
Second half of property taxes delinquent. 
Nov. 10—— 
Petroleum oils inspection fees due. 
Nov. 15—— 
Bank and trust company reports due. 
Common carriers’ gasoline reports due. 
Imitation condensed milk tax due. 
Semi-monthly payment of excise taxes on malt 


products and alcoholic beverages due. 
Nov. 20 
Bank and trust company taxes and building and 
loan association reports and taxes due. 
Nov. 25— 
Gasoline dealers’ 





reports and taxes due. 


IOWA 
Nov. 1— 

Annual corporation report: Any corporation which 
fails to make the report and pay the annual fee 
(on or before August 31) shall in addition to the 
annual fee of $1, incur a penalty of $1 beginning 
with the month of September. an additional 
penalty of $2 for the month of October, and an 
additional penalty of $3 for the month of 
November. 


| 


| 


THE TAX MAGAZINE 


Property tax: In counties of less than 80,000 
population, tax collectors may collect delinquent 
personal property taxes and add 5 per cent to 
axes and interest on and after this date. 

ro 10-——— 

Class A licensee must make returns and pay beer 
taxes. 

Motor carrier reports due. 

Reports by vendor of cigarettes, cigarette 


papers, 
etc. due. 
Nov. 15—— 
Motor carrier tax due. 
Nov. 20—— 
Motor vehicle fuel distributors must file report 


and pay tax. 


KANSAS 
Nov. 1 - 

Conveyance of land, without agreement as to taxes, 
before this date renders grantee liable for taxes; 
after, grantor. 

Lien date and due date for property taxes. 

Merchants con.mencing business between March 1 
and November 1 required to list property for 
taxation within 1 month after commencing busi- 
ness. 

Nov. 10 

Oil inspection reports due. 

Nov. 15 

Motor carrier 

attaches. 
Nov. 25—— 
Gasoline reports and taxes due. 








reports and fees due and lien 


KENTUCKY 
Nov. 1-—— 

Two per cent discount allowed for 
state, county and district 
this date. 

First Monday 

Taxes unpaid in cities of the fourth class on this 
date incur a penalty of 6 per cent and become a 
debt. 

Nov. 

Employment agency reports due. 

Nov. 10 

Assessors in cities of first 
ment books on this date. 

Breweries and manufacturers of beer and wine file 
monthly reports and pay barrel taxes on this 
date. 

Gasoline refiner’s and importer’s report due. 

Monthly alcoholic beverage report of hotels, 
taurants and clubs due. 

Monthly excise tax report of blenders and recti- 
fiers of distilled spirits and excise tax due. 
Nov. 15 

Complaints may be filed with the assessor in cities 
of the first class from the 15th to the 30th of 
November. 

Gross receipts report and tax on utilities due on 
or before this date. 

Motor vehicle fuel tax report due. 

Motor carrier mileage tax due. 

Where income tax is paid in three 
the 3rd installment is due on 

Nov. 20 

Crude petroleum transporter’s 

Oil production tax due. 

Nov. 30 

Gasoline reports 
taxes due. 

Last day to file with city assessor objection to 


payment of 
taxes on or before 











class prepare assess- 


res- 





‘e installments. 
this date. 





monthly report due. 





(except refinery reports) and 


property tax assessment in cities of the first 
class. 

| LOUISIANA 

| Nov. 1 





Shreveport taxes on personal property delinquent. 
Those complaining of decisions of the Tax Com- 
mission may resort to the courts for remedy 
before this date. 
First Monday 
Public utility license tax due. 
Public utility property tax assessments by the Tax 











Commission become final unless a suit be 
brought before this date. 
Nov. 5 
Wholesale fish dealer’s report due. 
Nov. 10 
Monthly report of oyster vessels due. 


Parish gasoline tax reports and tax due. 
Reports and tax on imported kerosene due. 
Reports of imported alcoholic beverages due. 
Reports of imported gasoline due. 
| Nov. 14—— 
Dairy products, 
linquent. 
Nov. 15 
— reports of alcoholic beverages transported 
ue. 


quarterly reports and taxes de- 








Carriers’ reports of gasoline transported due. 
Third installment of income tax for calendar year 
due. 


| Nov. 1 





October, 1937 


Nov. 20——— 
Alcoholic beverages tax reports and taxes due. 
Gasoline tax report and taxes due. 
Kerosene tax report and taxes due. 
Luxury (sales) tax return and tax 
Nov. 30-—— 
Cotton futures tax delinquent. 
Oyster severance tax due. 


due. 


MAINE 





First day for State Treasurer to 
lands at auction. 

Gasoline tax due. 

Property taxes on plantations are due as of this 
date and bear interest thereafter. 

Small loan agency monthly reports due. 

Nov. 10 
Inspection fees for packing of food due. 
Sardine packing inspection fees due. 
ov. 15 
Gasoline tax sales report due. 

Nov. 30 
Fish inspectors’ returns due. 

Last day for State Treasurer to sell forfeited lauds 
at auction. 

Licenses for purchase and transportation of lob- 
sters expire. 


sell forfeited 














MARYLAND 
Nov. 1—— 
Licenses to scoop or dredge oysters become ef- 
fective. 
Nov. 5 


Last day to file monthly account of tobacco sales 
on or through Baltimore market. 
Last day to file cold storage warehouse monthly 
report. 
Nov. 10 ; 
Last day to file monthly statement or declaration 
of insurance brokers, agents or solicitors. __ 
Last day to make return and pay distilled spirit. 
tax. 
Last day to pay admissions tax. 
Nov. 15 
Milk control fees due. 


Nov. 30 
Last day to file dealer’s report and pay 
gasoline sold or used during next 
calendar month. 
Last day to file beer tax report and pay tax on beer 
sold during preceding month. 
Last day to pay cosmetics tax. 











tax on 
preceding 


MASSACHUSETTS 
Nov. 1 . 
Property taxes interest accrues. 
Small loan dealers’ reports due. 
Nov. 10 
Alcoholic beverage excise tax return and tax due. 
Returns of savings banks and trust companies 
having savings departments are due. 
Nov. 15 
Cold storage warehouse reports due. 
Motor fuel distributor’s return and tax due. 











MICHIGAN 
Nov. 1—— 
er half specific taxes on public utilities due. 
Severance tax and reports due. 











Nov. 5- : 
Gasoline: common carriers’ statements due. 
Nov. 10—— ; 
Common and contract carrier’s monthly report 
due. 
Fur dealers: last day to make monthly report. 
Nov. 15. 
Monthly sales tax and return due. 
Report of timber cut from commercial forest 
reservation due. 
Nov. 20- _ ; 
Gasoline: wholesale distributor’s statement and 
tax due. 


Severance tax and reports delinquent. 








MINNESOTA 
Nov. 1 ; 
Quarterly installment of property taxes due: 
Optional. 
Second half of real estate taxes becomes delin- 
quent. 
Nov. 5 
Cold storage warehouse reports due. 
Nov. 10 





Liquor reports of wholesalers, brewers and dis- 
tillers due. aa 
Live stock commission merchants’ statements due. 


Semi-annual report of common carriers of ore due. 


nace 


=) 


N 


October, 1937 


Nov. 15 
Gasoline tax and fees due. 
Inspection reports of canneries due. 
Interstate carriers truck mile tax and report due. 
Oil inspection fees due. 
Nov. 16—— 
Reports of commercial fishing in certain lakes due. 
Nov. 20 
Common carriers’ liquor reports due. 








MISSISSIPPI 
Nov. 1 

Admission (amusement) tax and report are due be- 
tween the Ist and 10th of each month. 

Oyster, sea food, etc., monthly inspection tax is 
due on this date. 

Oyster packers and canners fiie sworn statement 
on this date as to the number of barrels of 
oysters purchased and caught during the pre- 
ceding month. 

On or before this date the collector is required to 
mail to each privilege taxpayer holding an an- 
nual license and whose license will expire in 
December a notice thereof and a renewal blank. 

Nov. 5 

Wholesale oyster and sea food dealers file monthly 
report on this date. 

Nov. 10 

Admission (amusement) tax and report are due 
between the 1st and 10th of each month. 

Every dealer in motor vehicles is required to file 
monthly report with the tax collector on this 











date. 
Motor vehicle monthly mileage tax reports are 
due on or before this date. 
Nov. 15 





Common carriers must file monthly report, on this 

date, of gasoline and oil delivered by them. 
Distributors and wholesale dealers of gasoline file 
j monthly report and pay monthly tax on this 








date. 
Monthly gross sales tax and report due on this 
date. 
Retail dealers in gasoline file monthly report on 
this date. 
MISSOURI 
Nov. 1- F : . aa 
Corporations —- register on this date or within 
‘ 29 days thereafter pay a $30 registration fee. 
Nov. 15 . 
First class city property tax returns due. 
Gasoline: statement of distributors and dealers 
due. 
Sales tax monthly return due. 
Nov. 25 - 





Gasoline: 
—distributor’s and dealer’s report of gasoline 
received due. 


—tax due. - 
—transporter’s statement due. 
Nov. 30 





Manufacturer’s, wholesaler’s and dealer’s tax due. 
Soft drink report due. 


MONTANA 
Nov. 1—— 
Taxidermists’ reports are due. 
Nov. 10 





Creameries, butter, cheese, or ice cream factories’ 
reports are due. 

Milk or cream buying stations, reports due. 

Nov. 15 

Alcoholic beverages, brewer’s and 
monthly report and excise tax due. 

Dealer’s monthly gasoline tax and report due to 
— Board of Equalization on or before this 

ate. 

Railroads and common carriers file monthly report 
on or before this date with State Treasurer and 
State Board of Equalization of gasoline delivered 
in state. 

Nov. 20 

Oil producer’s additional 

tax due. 
, Nev. so——- 

Freight line companies pay gross earnings tax to 
the State Board of Equalization on or before 
this date annually. 

Metalliferous mine’s license tax must be paid on 
or before this date to State Board of Equaliza- 
tion. 

Property taxes (first half) are payable on or be- 
fore 5:00 P. M. annually on this date to the 

- county treasurer. 
Public warehousemen’s reports are due. 





wholesaler’s 


- 





license tax report and 


NEBRASKA 
Nov. 1 : 
First day to file domestic non-profit corporation 
reports and pay fee. : 
Gross earning’s tax of express companies due. 
Personal property taxes become due on this date. 





‘7 <v 








STATE TAX CALENDAR 


Personal property taxes become a lien thereon. 
Personal property taxes in the City of Omaha be- 
come due on this date. 


Taxes on property of non-resident motor carriers 
become a lien thereon. 


The tax list shall be completed and delivered to 
the county treasurer. 

First Monday 

Real property may be sold for taxes. 
Nov. 5—— 

Reports of public grain warehouses due. 
Nov. 10 y z 

Employment agencies’ reports due. 

Railroad monthly reports of passes due. 
Nov. 15—— 

Gasoline carriers’ reports due. 

Gasoline dealers’ reports and taxes due. 


Reports and taxes of retail imitation butter deal- 
ers due. 


Manufacturers and distributors of alcoholic bever- 
ages must make a return. 
Nov. 30 
Last day to file domestic non-profit corporation 
reports and pay fee. 


Last day to pay personal property taxes without 
penalty. 











NEVADA 
Nov. 1—— 
Petroleum product’s report and fees due. 
Nov. 25 


Gasoline (motor vehicle fuel) dealer’s and user’s 
reports and taxes due. 





NEW HAMPSHIRE 
Nov. 1——— 
Gasoline distributor’s monthly tax due. 
Nov. 10 
Monthly reports due from: 
Agents of unlicensed fire insurance companies; 
Manufacturers and wholesalers of beverages; 


Foreign manufacturers and wholesalers of bev- 
erages. 


Monthly beverage report and fee of on-sale and 
off-sale permittees due. 


Nov. 15 
Monthly report of gasoline distributors due. 








NEW JERSEY 
Nov. 1 


After this date the payment of taxes on personal 
property by distress and sale of goods. 

Electric light, heat and power, gas, pipe line. 
telegraph, telephone and water companies pay 
gross receipts tax at the sarre time as other 
taxes are due and payable in the particular tax- 
ing district. 

Lien upon property of railroad and canal com- 
panies becomes effective as of this date. 

On or before this date distributors pay gasoline 
tax. 

Report and insnection fee is due of dealers in com- 





mercial fertifizers. Annual registration fee is 
also due. er ; 
State Tax Commissioner required to complete 


valuation of railroad and canal property. 

Street railway companies pay gross receipts tax at 
the same time as other taxes are payable in the 
particular taxing district. 

The Commissioner may issue motor vehicle reg- 
istrations and licenses for the following year, on 
and after this date, but not for use prior to 
December 15. 

The fourth quarter installment of general prop- 
erty tax is due and delinquent. 

Nov. 5 

Cold storage warehouses file report. 

Nov. 10 

Operators of interstate busses file monthly state- 
ment on or before this date. 

Operators of motor busses, within the limits of a 
“municipality,” file a statement and pay the 
gross receipts tax on or before this date. 

Nov. 15 

County Board of Taxation to hear and determine 
all apveals on or before this date (3 months 
after last dav for filing appeals). 

Extension of time for filing foreign corporatior 











franchise tax returns may be granted to thi 
date. Aa 
Manufacturers, distributors, transnorters, storers, 


warehousemen and importers of alcoholic bev- 
erages reports due. 
Nov. 30. 

Distributors of motor vehicle fuel file monthly re- 
ports and nay tax on or before this (last busi- 
ness day of month) date. 

Transporters of gasoline must, within 30 days after 
the close of each month, furnish a statement, 
to the State Tax Commissioner, of all deliveries 
to points within or without New Jersey. 





ol] 


NEW MEXICO 





Nov. 1 
Hearings set by State Tax Commission on private 
car assessments not later than this date. 
Property tax rolls delivered to county treasurers 
on or before this date for collection. 
Nov. 10 
Oil and gas severance tax reports due. 
Nov. 15 
Excise taxes on natural 








resources and reports 
due. 
Gross income (occupational) taxes and _ reports 
due. 
Nov. 20—— 


Motor carrier reports and taxes due. 
Pipe line license fees due. 
Nov. 25—— 

Gasoline distributors’, retail dealers’ taxes and re- 
ports due, taxes and reports on gasoline pur- 
chased from unlicensed distributors and dealers 
due, carriers’ reports due. 





NEW YORK 
Nov. 1 
Annual report of railroads and street surface rail- 
roads due. 


Certified copy of town assessment-roll 
delivered by town clerk to 
exceptions). 

Gross receipts payment by railroad or street sur- 
face railroad to city treasury due. Penalty of 
5 per cent per month of the percentage of gross 
receipts due, payable after Nov. 1. 

Seeond half of New York City real estate taxes 


be 
(some 


must 
supervisor 


delinquent. 

Village assessment rolls completed, Sec. 104, Vil- 
lage Law. 

Water, gas, electric or steam heating, lightins 


and power companies must file quarterly report 
and pay tax 
Nov. 5 
Cold storage warehouse monthly report due. 
Nov. 15 

Last day to apply for reduction of New York City 
real estate taxes before Board of Taxes and 
Assessments. 

Last day to file New York City 
Excise Tax return and pay tax. 

Monthly report and tax due under Sec. 
additional tax on utilities. 

Second half franchise (Income) 
9A due. 

Transportation and transmission companies liable 
for additional tax must file quarterly report and 
pay tax. 

Third Tuesday 

Village assessors meet to hear complaints. 

Nov. 30 

Last dav to file report of corporations becoming 
subject to income (franchise) tax or to increased 
tax thereunder. 

Reports ot water, gas, electric or steam heating, 
lighting and power companies due for the quar- 
ter. Tax must be paid with the filing of the 
report for the period covered by it. 

Report due and tax pavable during the month 
for Franchise Tax on Insurance Corporations. 








Public Utility 


186-a, 
Tax 


under Art. 











NORTH CAROLINA 
Nov. 1 
One per cent discount period on property taxes 
expires on this date. 
Nov. 10— ; : 
Alcoholic beverage excise tax is due on or before 
the 10th day of each month. 
Ice cream manufacturers’ reports due. 
Nov. 15 , 
Gross sales return and tax due on or before this 
date where sales are reported on a monthly 
basis. 
Nov. 20—— 
Gasoline tax and report due. 
Nov. 30 ~~ ' : 
Commercial fertilizer inspection renewal fees due. 











NORTH DAKOTA 
Nov. 1 
Oil inspection reports and fees due. 
Tractor fuel oil report and fee due. 
Nov. 10 
Grain warehouse reports delinquent. 
Oil inspection fees delinquent. 
Tractor fuel oil fees delinquent. 
Nov. 15 
Gasoline reports and taxes due. 
Interstate motor carrier’s mileage report and taxes 
due. 
Nov. 20 
Surety liable on oil dealers’ bonds. 
Nov. 30—— 
Cream station and dairy monthly reports due. 
Grain warehouse reports due. 




















612 


OHIO 


Nov., First Monday-—— 

Amount of gross earnings of railroad Mcluding 
street, suburban and interurban railroad car- 
porations certified to auditor by tax commission. 

Day on which hearing on assessment of gross 
earnings of railroad, including street, suburban 
and interurban railroad corporations clases. 

Nov. 5—— 
Last day for employment agencies to file monthly 
report. 
Nov. 10—— 
Admissions tax reports and payments due. 
Alcoholic beverage tax reports due. | 
Nov. 15—— 

Monthly report of unregistered dealers in motor | 

vehicle fuel due. 
Nov. 20—— 

Last day without penalty for dealer to report sales 
or taxable use of motor vehicle fuel during pre- 
ceding calendar month. 

Private motor carriers’ monthly report and emer- 
gency tax due. 

Nov. 30—— 

Auditor completes charging excise tax against 
railroad, including street, suburban and railroad 
corporations. | 

Gasoline tax for preceding calendar month due. 

Last day to file monthly fishing report. 

Transportation companies including pipe lines, re- 
port all deliveries of motor vehicle fuel in Ohio 
during preceding calendar month. 


OKLAHOMA 


Nov. 1 
Excise tax on petroleum report and tan due. 
First quarter!y instalment of property tax delin- 
quent 
Gross production tax and report on oil and gas | 
due. 
Nov. 5—— 
Reports from mines (other than coal) due 
Nov. 10—— 
Report and tax of wholesalers of non-intoxicating | 
alcoholic beverages due. 
Reports of manufacturers of non-intoxicating alco- | 
holic beverages due. 
Nov. 15—— 
Gas pipe line reports of daily meter readings due. 
Gasoline tax and reports due. 
Mileage report and tax of motor vehicle carriers 
due. 
Nov. 20—— 
Fur dealers’ reports due. 
Monthly sales tax and report due. 
Reports from coal mines due. 


OREGON 
Nov. 1 

Special motor carriers’ monthly fee due. 

lax Commission issues warrant in case any intan 
gibles income tax imposed is not paid within 
30 days after same becomes due directing sheriff 
to sell property of delinquent taxpayer. 

Nov. 

Oil well license tax and report due on or before 
this date to county treasurer. 

Nov. 15 

Fish poundage fee and report and meat dealers’ 
reports due on or before this date. 

Gasoline tax and report due to Secretary of State 
on or before this date. 

Nov. 20 
Alcoholic beverage excise tax and report due. 
Motor carrier tax due on or before this date. 
Nov. 30 - 

Intangibles income tax rates increased 20 per cent 
if taxpayer fails to file return and pay second | 
instalment of tax within 60 days after due date 
(October 1). 

lax Commission issues warrant to sheriff com- 
manding him to sell property of delinquent tax- 
paver if excise (income) tax—second instalment | 

is not paid on or before this date. 


PENNSYLVANIA 
Nov. 1 
Five per cent penalty accrues on delinquent taxes 
in cities of the first class. 
First Monday— eae 
In counties of the second class the triennial assess- 
ment must be completed on or before this date. 


Nov. 10- 
Malt or brewed beverages tax monthly report due. 
Monthly reports of importers of spirituous and 
vinous liquors due. 
Philadelphia amusement tax monthly report and 
tax due. 
Nov. 15— 
Monthly reports and taxes of manutacturers ot 
distilled or rectified spirits or wines due. 
Liquor store sales tax monthly report and _ tax | 
due 
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Nov. 30—— 


Monthly reports and tax payments of distributors | 
and carriers of liquid fuels (for preceding | 
month) due. 

RHODE ISLAND 


Nov. 10 
Gasoline distributor’s monthly tax due. 
Nov. 15 
Gasoline distributor’s monthly report due. 
Lobster fishing licenses expire. 





SOUTH CAROLINA 
Nov. 4—— 

Fisheries’ monthly stamp reports due not later than 

this date. 
Nov. 5——- 

Fishing license tax report is due within 5 days | 
of the end of each calendar month. 

Oyster or clam shucker’s stamp report must be | 
mailed on or before the Sth day of each suc- 
ceeding month. 

Sturgeon, caviar or shad dealers file a 
within 5 days of the end of each month. 

Tobacco warehousemen required to file statement | 
on or before the 5th day of each month. 

Nov. 10—— 

Admissions to amusements return and 
due between these dates. | 

Power tax and report of public utilities due be- | 
tween these dates. 

Nov. 20 

Gasoline tax and report of dealers, distributors, 
importers and storers due on or before this date. 





report 


stamp tax 





SOUTH DAKOTA | 
Nov. 1 - { 


Motor carrier of passenger tax due. 
Second half of property taxes delinquent. 


Second half of artesian well annual taxes delin- 
quent. 
Warehouse reports due. 
Nov. 10—— 


Employment agency reports due. 
Interstate motor carrier reports and taxes due. 
Nov. 15——- 
Gasoline reports and taxes due. 
Monthly sales tax report and tax due. } 
Reports of petroleum products transported duc. | 
Reports to be filed and tax to be paid by Class A 
and B liauor licensees on or before this date. — | 
Tractor fuel reports due. 
Nov. 30— | 





TENNESSEE 

Nov. 5— 

Monthly cigarette and tobacco license tax report 
due (as prescribed by regulation). 

Nov. 10—— | 
Monthly mileage report and tax of motor busses | 
due. 

Nov. 20——— 

Freight carriers monthly 
due. 

Gasoline dealers, distributors and_= storers file 
monthly gasoline tax report and pay tax on or 





report and mileage tax 


before this date. | 
| 
! 
TEXAS | 
Nov. 1- 
Emigrant agents’ report duc. 
Nov. 5 | 
Cigarette solicitors’ report due. | 
Nov. 10 ae 
Cigarette distributors’ reports due. | 
Nov. 15—— 


Excise t2x and report on oleomargurine due. 


| Nov. 20—— 
Gasoline taxes and reports due. } 
Nov. 25—— 
Carbon black production taxes and reports due. | 
Cement distributors’ tax and report due. H 
Natural gas production tax and report due. 
Oil production reports and taxes «ue. 
Prizes taxes and reports due. 
Nov. 30—— | 
First installment of general property taxes de- 
linquent. 
Oil production report: Oil withdrawn from stor- 
age due. 


Oil carrier report due. 


UTAH 





Nov. 5 , 
Monthly report of cold storage warehouses due. 
Nov. 10 ; : . 
Carriers’ reports of motor fuel deliveries due. 


Monthly report of dealers in and manufacturers of 
aleeholic beverages due, 





Nov. 1 


October, 1937 


Nov. 15—— 
Gross ton mile return and fees due on conimercia 
motor vehicles. 
Monthly gasoline tax and report cue. 
Sales tax and return due. 
Nov. 30 
Real and personal property taxes delinquent. 





VERMONT 


Quarter-annual local property tax instalment due. 

Nov. 15 

Car companies allowed appeal from valuation of 
Commissioner to Board of Appeals. 

Express and telegraph companies must pay fran 
chise tax to Commissioner of Taxes before this 
date when time for payment has been extended 
from Oct. 15 by said Commissioner. 








VIRGINIA 
Nov. 1-10 - or 
Medicine, salve, liniments, etc., vendors’ reports 
due. 
Oyster purchaser’s inspection fee due. 
| Nov. 10—— 
Beer excise tax and report of beer sold) during 


previous month due on or before this date. 
Beverages of not more than 3.2 per cent alcoholi 
content: excise tax and report of beverages 
sold during previous month due on before 
this date. 
Tobacco warehouse report due. } 


Nov. 20- 
Gasoline statement and tax due. 


or 





WASHINGTON 
Nov. 10-——— 
Beer manufacturers’ reports due. 


Nov. 15 
Admissions tax and return due. 

Butter substitutes reports and taxes due. 

Compensating tax and return due. 

Gasoline reports and taxes due. 

Gross income (occupation) tax and return due. 

Public utility gross operating revenue tax anid 
return due. 

Retail sales tax and return due. 

Nov. 30 
Fish quarterly reports and license fees due. 
Second half of real estate taxes (over $2) delin- 

quent. 








WEST VIRGINIA 
Nov. 1—— 

Delinquent corporations may pay their franchise 
tax at any time on or before this date with a 
penalty of 1 per cent a month. 

First half of property taxes (for current year) | 
due subject to 2% per cent discount. 

Surtaxes on occupation and privilege taxes due. 

Nov. 10 

Brewers’ and beer distributors’ 
and excise tax due. 

Petroleum dealers’ reports due. 





monthly reports 








Nov. 15 
Retail sales tax and return due. 
Nov. 30 
Gasoline tax and reports due. 
WISCONSIN 
Nov. 1 





Tax Commission may revalue and ger assess 
ment without Board of Review betore this date 
Nov. 5 
Monthly report of cold storage warehouses due 
Nov. 10— 
Alcoholic beverages monthly reports due. 
Nov. 15 . ; ; 
Report of timber cut from forest crop lands mu-t 
be filed. 
Nov. 20 : 
Gasoline dealers must file monthly report and pa 
tax. 
Nov. 30 " 
Privilege dividend return and tax due. 
Transportation company gasoline tax reports due 

















WYOMING 
Nov. 1—— 
Taxidermists’ monthly report due. 
Nov. 10—— 


Carrier’s monthly gasoline tax and report due. 

First instalment of general taxes delinquent. } 
Nov. 15 : 

Monthly gasoline tax and report due. 

Sales tax return and tax due. 

Use tax return and tax due. 





WANS ETINCA KOON 





Tax Returns for 1937 to Be Simplified 


OR some years columnists and vaudeville men 
have used federal tax returns as a source of 
jocular material. A recent announcement by the 

Treasury Department that the 1937 income-tax 
returns are to be greatly simplified may mean the 
death knell to such jokes. At any rate it should cause 
great jubilation among taxpayers. In this connec- 
tion, Press Service No. 11-4, issued recently, 
quoted in part as follows: 


Simplified tax returns, easier to read and accompanied 
by instructions more readily understandable than those of 
previous years, have been approved by the Treasury Depart- 
ment for use by individuals and corporations in reporting 
1937. incomes, Under-Secretary Roswell Magill has an- 
nounced. 


One of the first efforts to be undertaken, at the direction 
of Secretary Morgenthau, by Mr. Magill upon assumption 
of his office early this year, the new returns will represent 
the first major change in fifteen years in the forms on 
which taxpayers have reported their incomes. During that 
period there have been a number of gradual additions to 


meet changing revenue laws without compensating elimina- 
tions. 


is 


The new forms and instructions, some of which now 
contain examples, are the product of several months of 
study by two committees, one working with Mr. Magill 
and Director George C. Haas of the Treasury’s Division of 
Research and Statistics, and another named by Commis- 
sioner of Internal Revenue Guy T. Helvering and Deputy 
Commissioner Charles T. Russell, head of the Income Tax 
Unit. The two groups recently were merged to develop 
their recommendations into final form for approval. 


Under-Secretary Magill and Mr. Haas consulted early in 
the study with Professor W. L. Crum of the Department 
of Economics of Harvard University, who later became 
a member of the Treasury committee working on revision 
of the forms. A nationally known expert in the field of 
economic statistics and statistical theory, Professor Crum 
is Chairman of the Joint Committee on Income Tax sta- 
tistics of the American Economic Association and the 
\merican Statistical Association. 


First printing order of the new forms will be for the 
returns of individuals, the new 1040A form for those with 
incomes below $5,000 and the new 1040 form for taxpayers 
whose income is above that figure. The large printing job 
will be completed in time for the filing of the first early 
returns in the opening days of 1938 with the peak supply 
required for the March 15 deadline. 


Aside from the larger type and added white space gained 
by the elimination of irrelevant questions, Treasury officials 
said an important improvement was the transfer to the 
back page of the individual returns of the affidavit sworn 
to by the taxpayer. Returns can thus be sworn to without 
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the disclosure of income figures to notaries public or admin- 
istering officers, it was pointed out. 

For greater uniformity in handling, the page size of the 
1040 return has been reduced to that used by taxpayers 
with smaller incomes, both to match the size of ordinary 
letterhead paper. 


3y a special provision which will call for reporting of all 
capital gains or rentals on the 1040 form regardless of the 
individual’s total net income, the great majority of 1040A 
taxpayers, whose principal income is from wages and 
salaries, will be saved from puzzling blanks which have no 
bearing on their own return. Under-Secretary Magill said 
that of the 1936 returns, 3,500,000 were for incomes under 
$5,000 and 2,000,000 for incomes above that amount and that 
95 per cent of the former group had no report to make on 
Schedule F for capital gains. 


Another improvement is the schedule for earned income 
credit, a major cause for confusion since that credit has 
been allowed under the revenue laws. The committee 
members believe that taxpayers will have no trouble in 
computing earned income credit in the new schedule, which 
provides complete instructions and sufficient space for com- 
putation on the return, whereas the 1936 forms required 


figuring off the sheet on the basis of more meager instruc- 
tions. 


Aside from general simplification, the committee mem- 
bers explained that their principal intent was to make it 
possible for taxpayers to tell the whole story of the taxable 
year on one return without having to resort to attachments. 
Among the changes toward that end is the elimination of 
descriptions of securities on which dividends or interest 
have been received. 


More elasticity also is provided in reporting on the 1040 
form gains and losses from sales or exchanges of property. 
Heretofore, there was only one line available for each 
designated period of time during which the property was 
held. In the new return the space of that schedule 
doubled and no such rigid classifications for 
time held” and the length of “time held” 
the description of the property. 


For their 1937 returns, Mr. Magill explained, taxpayers 
will be sent the same type of form (1040 or 1040A) used by 
them in reporting 1936 income, with return postcards 
enclosed to notify collectors of internal revenue of their 
desire for a different form in the event their 1937 incom« 
necessitates use of the alternative form. 


is 
“period of 
to be included in 


Comprehensive Tax-Revision 
Program to Be Drafted 


EFORE Congress recessed on August 21, the 
Ways and Means Committee of the House of 
Representatives arranged for a subcommittee to pre 
pare a comprehensive tax-revision program which is 
expected to result in the Revenue Act of 1938, 
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Representative Robert L. Doughton (D., N. C.), 
Chairman of the Ways and Means Committee, 
named as a Subcommittee on Internal Revenue 
Taxation, to conduct the survey of the present fed- 
eral tax structure, the following: Representatives 
Fred M. Vinson (D., Ky.), chairman, Jere Cooper 
(D., Tenn.), John W. McCormack (D., Mass.), 
Wesley E. Disney (D., Okla.), Frank H. Buck 
(D., Calif.), Richard M. Duncan (D., Mo.), Allen 
T. Treadway (R., Mass.), Frank Crowther (R., 
N. Y.), and Daniel A. Reed (R., N. Y.). Treasury 
officials and other government experts will work 
with the subcommittee. 

Work on the tax-revision program is already well 
under way. Among items that will be considered 
is a revision of the surtax on undistributed corpo- 
rate earnings; tax on capital gains; broadening of 
the tax base on individuals; percentage depletion ; 
tax on marital communities in the eight community 
property states ; and, cumbersome features in adminis- 
tering tax statutes. It has been announced that elimina- 
tion of some of the “nuisance” taxes will be attempted. 
Codification of the internal revenue statutes may also 
be given further impetus. Tax-exempt securities will 
doubtless receive attention although it is doubtful 
whether effort will be made to draft legislation to 
overcome tax avoidance now possible by investment 
in such securities. Other tax loopholes will be plugged 
as discovered. 

Whether the President will call a special session 
of Congress with a view to expediting comprehensive 
revenue legislation and other matters remains to 
be seen. 


Carriers Taxing Act Taxes— 
Income Tax Status 


HE taxes deducted by a carrier from the salaries 

of its employees under the provisions of the Car- 
riers Taxing Act, effective March 1, 1936, are includible 
in the gross income of said employees, and are not 
deductible as taxes by the employees. A ruling to 
this effect was made in J. T. 3098, from which the 
following is quoted: 





17. R. B. XVI-30-8832 (p. 2); 373 CCH 16447. 


© Ewing Galloway, N. Y. 


The New Federal Reserve Board Building 


October, 1937 


The amount deducted by the carrier 
from the compensation of its employees 
as a tax under the provisions of the 
Carriers Taxing Act is held to be con- 
structively received by the employee 
and is regarded as though the employee 
had actually received the amount in cash 
and thereafter expended it in payment 
of the tax imposed. The entire amount 
of the employee’s compensation should, 
therefore, be included in his gross in- 
come for the purposes of the I*ederal 
income tax without any reduction on 
account of the income tax imposed by 
section 2 of the Carriers Taxing Act 
and withheld from his compensation by 
the employer. (See generally Old Col- 
ony Trust Co. v. Commissioner, 279 U.S. 
7*6, Ct. D. 80. C. B.. VEI-Z, 222 (1929); 
T. D. 3112, C. B. 4, 76 (1921).)  Further- 
more, in view of the provisions of sec- 
tion 23(c)1 of the Revenue Act of 1936, 
the amount paid as Federal income tax is not deductible 
from the gross income of the employee. 


Income from United States Realty Owned by 
Nonresident Alien or Foreign Corporation 


ie G. C. M. 18835? recently issued, the question 
was whether income tax should be withheld at 
the source on the gross rentals derived from real 
estate in the United States owned by nonresident 
aliens or foreign corporations. The memorandum 
points out the withholding requirements of section 
143 of the 1936 Act, and states that withholding at 
10 per cent must be made “from the amount of rent 
paid to a nonresident alien individual with respect to 
real property located in the United States, regardless 
of whether such individual is engaged in trade or 
business within the United States. * * * In the case 
of rent paid to a nonresident alien individual income 
tax must be withheld at the source at the rate of 
10 per cent of the gross amount of rent without the 
allowance for any expenses incurred in connection 
with the income.” [Italics supplied. | 


The General Counsel goes further, however and 


points out how the benefits of deductions for 


expenses, etc., may be obtained in certain cases: 


* * * Tf the nonresident alien individual is engaged in 
trade or business within the United States or has an office 
or place of business therein, he is taxable under section 211 
(b) of the Revenue Act of 1936. In other words, in the 
case of a nonresident alien individual who at any time dur- 
ing the taxable year was engaged in trade or business in 
tl€ United States or had an office or place of business 
therein, the deductions allowed by section 23 for business 
expenses, interest, taxes, losses in trade, bad debts, depre- 
ciation, and depletion are allowed to the extent that they 
are connected with income from sources within the United 
States. (Article 213-1 of Regulations 94.) A nonresident 
alien individual who is taxable under section 211 (b), that 
is, one who is engaged in trade or business within the 
United States or has an office or place of business therein, 
may receive the benefit of the deductions allowed under the 
statute only by filing or causing to be filed a true and 
accurate return of his total income received from all sources 
within the United States. (Section 215 of the Revenue Act 
of 1936.) 


2373 CCH { 6492. 
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“Engaged in Trade or Business.’—As to defining 
“engaged in trade or business,” G. C. M. 18835 is 
quoted in part as follows: 


* * * The mere ownership of property itself is not suffi- 
cient to constitute engaging in trade or business. It has 
been held that a company whose activities consisted of 
managing real estate and renting offices was doing busi- 
ness or engaging in business. (Flint v. Stone Tracy Co., 220 
U_S., 107.) On the other hand, it has been held that a rail- 
road company which leased its entire railroad for a term 
of years at an annual rental was not engaging in business. 
(McCoach v. Minehill, etc., supra.)* It has also been held 
that where a corporation’s activities were confined to the 
single purpose of purchasing and owning an apartment 
house for the benefit of its stockholders so that they might 
own their apartments, the corporation was not doing busi- 
ness. (Stafford Owners, Inc. v. United States, 39 Fed. (2d), 
743.) But a corporation organized to purchase, hold, lease, 
and sell real estate was doing business where it acquired 
coal land in exchange for stock and bonds and leased the 
land to another corporation. (Morrisdale Land Co. v. United 
States, 66 Ct. Cls:, 701.) 


In Flint v. Stone Tracy Co., supra, which arose under the 
Act of August 5, 1909 (36 Stat., 11), imposing a corporation 
excise tax upon carrying on or doing business, it was stated 
in part as follows: 

“* * * Tt remains to consider whether these corporations 
are engaged in business. ‘Business’ is a very comprehensive 
term and embraces everything about which a person can 
be employed. (Black’s Law Dictionary, 158, citing People 
v. Commissioners of Taxes, 23 N. Y., 242, 244.) ‘That which 
occupies the time, attention, and labor of men for the pur- 
pose of a livelihood or profit.’ (1 Bouvier’s Law Dictionary, 
volume 1, page 273.) 


“We think it is clear that corporations organized for the 
purpose of doing business, and actually engaged in such 
activities as leaving property, collecting rents, managing 
office buildings, making investments of profits, or leasing 
ore lands and collecting royalties, managing wharves, di- 
viding profits, and in some cases investing the surplus, are 
engaged in business within the meaning of this statute, 
and in the capacity necessary to make such organizations 
subject to the law.” 


In McCoach v. Minehill, etc., supra, which also arose under 
the Act of August 5, 1909, the Court stated that the mere 
receipt of income from property did not constitute engag- 
ing in business and commented as follows: 


“kK * %* The distinction is between (a) the receipt of 
income from outside property or investments by a company 
that is otherwise engaged in business; in which event the 
investment income may be added to the business income 
in order to arrive at the measure of the tax; and (b) the 
receipt of income from property or investments by a com- 
pany that is not engaged in business except the business of 
owning the property, maintaining the investments, collect- 
ing the income and dividing it among its stockholders. In 
the former case the tax is payable; in the latter not.” 

The above quoted extracts from the opinions rendered by 
the Supreme Court may be accepted as a guide in deter- 
mining what acts in connection with the ownership of 
income-producing real property constitute engaging in busi- 
ness. Generally, any activities beyond “the mere receipt 
of income from property, and the payment of organiza- 
tion and administration expenses incidental to the receipt 
and distribution thereof” (McCoach v. Minehill, etc.) consti- 
tute “carrying on or doing business” within the meaning 
of section 105 (b) of the Revenue Act of 1935, as amended, 
relating to capital stock tax, and “engaging in trade or 
business” within the meaning of sections 211 (b) and 
231 (b) of the Revenue Act of 1936, relating to income tax. 


Foreign Corporations.—The foregoing disposes of 
nonresident alien individuals in the present connec 
tion. As to foreign corporations the memorandum 
is quoted in part as follows: 

With respect to the rental income paid to a foreign cor- 


poration, however, section 144 of the Revenue Act of 1936 
provides for the deduction of income tax at the source with 


3228 U. S. 295. 
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respect to certain items of income, including rent, only if 
paid to a foreign corporation not engaged in trade or busi- 
ness within the United States and not having an office or 
place of business therein. Where income tax is required to 
be withheld at the source under sections 143 and 144 of 
the Revenue Act of 1936, the tax must be withheld from 
the gross amount of the income rather than the net 
amount. (See article 143-1, Regulations 94.) * * * 
ce ee © 

A foreign corporation engaged in trade or business within 
the United States or having an office or place of business 
therein is not subject to the deduction of income tax at the 
source with respect to rents, but is taxable at the rate of 
22 per cent upon net income from sources within the 
United States. The benefits of deductions and credits are 
not allowed, however, unless a true and accurate return 
of total income received from all sources within the United 
States is filed. (Section 233 of the Revenue Act of 1936 and 
article 233-1 of Regulations 94.) 


Federal Court Commends Taxpayer 


NLY rarely does a federal tax case give rise to 

a human interest story. However, a recent 
opinion by Judge Woolsey of the District Court for 
the Southern District of New York* is utilized to 
pay glowing tribute to a federal taxpayer. The issue 
in the case was whether a loss was deductible as to a 
sale of property that had been bought by the tax- 
payer with a view to loaning it rent-free to a chari- 
table institution. The property was so loaned, and 
ultimately was sold at a loss to the institution. The 
court held that the sale did not involve a “transac- 
tion entered into for profit” as contemplated by the 
statute, and that consequently the loss was not 
deductible. In its opinion the court made the fol- 
lowing comment: 

I extremely regret to have to decide this cause against 
the plaintiff, for I was most deeply impressed with the can- 
dor and fairness with which she and her husband, Dr. Wes- 
ley Clair Mitchell, gave their evidence. Again and again— 
to test them—I asked questions purposely so phrased as to 
give them an opportunity to shade their testimony in their 
own favor if they would, and never once did they do so. 
Such an exhibition of high minded decency is so rare in 
court that it should not be allowed to pass without an ex- 
pression of appreciation from the judge who had the pleas- 
ure of witnessing it. 

Tax-administering officials will be much interested 
in this case, and doubtless will hope that it is repre- 
sentative of the average taxpayer. 


Premium Paid in Retirement of Subsidiary’s 
Bonds Deductible in Year Paid 


EVERAL cases have been handed down in the 

past year to the effect that a premium paid in 
retirement of a subsidiary’s bonds is deductible in 
the year paid. 


The Board, in the case of Metropolitan Edison Co.,° 
indicated that while it thought such sonia 
were deductible as ordinary and necessary expenses 
of carrying on a trade or business, under section 
23(a) of the 1928 Act, the amount so expended was 
nevertheless deductible as a loss under section 23(e). 
This opinion was similar to that of the Court of 
Claims in American Gas & Electric Co. v. U. S.° The 
Board, on July 27, 1937, modified its earlier opinion 

4Lucy Sprague Mitchell v. U. S., 374 CCH { 9457. 


535 BTA 1110; CCH Dec. 9654. 
6 364 CCH { 9556; 17 Fed. Supp. 151. 
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in Coast Counties Gas ¢> Electric Co.* to bring that 
decision in line with the view expressed | above. 


Recently, the Board, in Pennsylvania Water & Power 


Co. held to the same effect. The attitude of the 
Treasury Department is indicated by the Commis- 
sioner’s acquiescence * in A/etropolitan Edison Co., 
supra. 

Therefore, in considering the tax effects of a 
simplication of corporate structure, utility and other 
holding companies which contemplate such action, 
will find it advantageous to keep this deduction in 
mind. 


Property Distributed Through a 
Trust Rather Than by Will 


SNRIEATING a trust to provide for the maintenance, 
CC welfare, and comfort of one’s dependents, 
presents an opportunity for tax savings. 

A recent Board case, the Living Funded Trust of 
llarry E. Lyman,*® furnishes the background upon 
which this discussion is centered. The issue was 
whether a trust created by the grantor for the benefit 
of his wife, children and grandchildren was taxable 
as an association. The Board, upon authority of the 
Fifth Circuit’s decision in Guitar Trust Estate,” 
upheld the taxpayer’s contention that the trust was 
not taxable as an association. 

The facts in the Lyman case were as follows: The 
grantor in 1932 created an irrevocable trust estate. 
Grantor conveyed to the trustees certain properties, 
consisting of real estate and a going business, with 
full power to hold, manage, and operate the same; to 
mortgage, sell, invest, and reinvest ; and prohibit the 
beneficiaries from selling, encumbering, or other 
wise anticipating or disposing of their respective 
interests in the corpus or income of the trust, prior 
to actual receipt. About the same time, grantor’s 
wife, daughter, and son, and grantor’s brother and 
his wife, also transferred certain assets to the trust. 
No stock certificates or certificates of beneficial inter 
est were provided by the trust agreement or issued 
to the beneficiaries, and the usual 
corporate forms were not observed. 
The grantor was one of the trustees 
and was hired as manager at a 
yearly salary. 

The Board, in holding that the 
trust was not taxable as an associa 
tion, distinguished the instant trust 
for distributing property from a vol- 
untary association of individuals 
for the purpose of holding and 
operating a property for business 
purposes. The Board pointed out 
that the beneficiaries did not estab- 
lish the trust for themselves and 
were without power to modify the 
trust agreement or terminate the 
trust ; neither the corpus nor the in- 
come of the trust estate was lable 


* 30 BTA . No. 63; CCH Dec. 9727. 

*°36 BTA —, No. 79; CCH Dec. 9743. 
373 CCH § 6500. 

© 36 BTA —. No. 25; CCH Dec. 9688. 


1 343-A CCH 9440; 72 Fed. (2d) 544; 
afi’g on this point, 25 BTA 1213. 
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tor the debts of the beneficiaries; the beneficiaries 
could not sell their interests until after actual re 
ceipt; and the grantor was in no event a beneficiary. 
divides the tax liability thereon (although the per 
sonal exemption allowable to trusts might be lost 
if it comes within the provisions of Sec. 163(a) of 
the 1936 Act as amended by Sec. 401, 1937 Act), 
(4) the grantor himself has decreased his individual 
income (and the taxes thereon) by the amount of 
income normally received from the assets which 
were placed in trust ; and (5) the grantor has decreased 
his death taxes by the amount of taxes which would 
otherwise accrue had the assets not been transferred. 


( court Decisions 


Appellate and Lower Courts 


Accounting—Change from Accrual to Installment Basis 
—Double Taxation.—Taxpayer received permission to 
change from the accrual basis to the installment method 
of accounting for 1923, using that method in 1923, 1924, and 
1925, and in making such returns did not include amounts 
which it had already reported in prior years on the accrual 
basis. The return for 1926 was erroneously made on the ac- 
crual method. It is held that under the retroactive benefits of 
section 705 of the 1928 Act (relating to change to installment 
method), taxpayer is not liable for “double taxes” for the 
years 1923 to 1925 which would result had. he included 
amounts previously reported. It is further held that the 
return for 1926 must be adjusted to the installment basis 
inasmuch as otherwise certain income would be untaxed: 
the installment method of reporting for that year was also 
required inasmuch as no permission had been granted to 
return to the accrual basis.—U. S. District Court, Dist. of 
Connecticut in, The Metropolitan Furniture Co. v. Tlic 
Hartford-Connecticut Trust Co., Exr., Estate of Robert O. 
Eaton, Deceased, Collector of Internal Revenue for the Dist. 
of Connecticut. Law No. 3599. 


Accrual v. Cash Basis—Double Deduction of Interest— 
Refund—Statute of Limitations.—Except for interest de 
duction account which was kept on an accrual basis, tax 
payer kept its books and reported its income for 1928 and 
prior years on a cash basis. In years prior to 1928, tax- 


payer had deducted as accrued interest, $254,584.31 more 
than it had actually paid. Its claim for refund, based upon 
an amount of $211,037.91 which was actually paid out in 
1928, is therefore disallowed as this would amount to 
double deduction. 


a 
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Where tax was paid in installments, refund for 1929 
is limited only to those installments against which statutory 
period of limitations had not expired. U.S. District Court, 
Eastern Dist. of Pennsylvania, in Luther A. Harr, Secretary 
of Banking, Commonwealth of Pennsylvania, Receiver of 
Northwestern Trust Co. Philadelphia v. United States of 
America, Law No. 18422. December Term, 1934. 


Alcoholic Beverage Taxes.—Where deunued alcohol 
was diverted and used for beverage purposes, such diver- 
sion was subject to the tax to which all distilled spirits 
produced in or imported into the United States are subject. 
Such a levy is a tax and not a penalty and therefore, pur- 
suant to Sec. 3224 of the Revised Statutes, collection of the 
tax may not be enjoined. 

Affirming District Court decision.—U. S. Circuit Court 
of Appeals, Third Circuit, in Valter J. Rothensies, Collector 
of Internal Revenue v. Charles Lichtenstein and Robert Diskan, 
Trading as Automotive Distributing Company. 


Alleged Sale—Fraudulent Omission from Return.—On 
the evidence, Board of Tax Appeals ruling is sustained that 
alleged sale of stock by the petitioner to his wife in 1929 
was not bona fide, deduction for alleged loss of some 
$2,900,000 with respect thereto not being allowable, and 
that the deduction thereof by the petitioner on his 1929 
return was a fraudulent attempt to evade taxes. 

The Board’s ruling that a payment of some $667,000 re- 
ceived by the petitioner in 1929 from the management 
fund of the National City Co. for services rendered repre- 
sented taxable income, and that omission thereof from the 
petitioner’s 1929 return was a fraudulent attempt to evade 
taxes, is sustained on the evidence. 

Pursuant to Coffey v. U. S., 116 U. 436, and U. S. v. 
LaFranca, 282 VU. S. 568, imposition of a fraud penalty is 
barred, inasmuch as the petitioner was acquitted under an 
indictment that he “unlawfully, wilfully, knowingly, felo- 
niously and fraudulently did attempt to defeat and evade 
an income tax * * *, 

Affirming, except as to imposition of fraud penalty, oe 
of Tax Appeals decision, 32 BTA 1093, Dec. 9042.—U. 
Circuit Court of Appeals, Second Circuit, in Charles BE 
Mitchell v. Commissioner of Internal Revenue. 


Bad Debts—-Deduction Denied.—Taxpayer corporation 
delivered certain of its notes, which it was obligated to re- 
purchase, to a bank operated for the convenience of tax- 
payer’s parent corporation. The bank credited the amount 
of the notes as a deposit to the taxpayer, charged the 
parent with an equal sum, and kept the notes. The deposit 
was not subject to the control of the taxpayer. In 1930, 
the bank became hopelessly insolvent, but prior thereto, 
and without taxpayer’s knowledge, the parent corporation 
withdrew the notes and pledged them to some of its credi- 
tors. It is held that the alleged deposit is not deductible 
as a bad debt in 1930 where it is shown that it was a mere 
bookkeeping entry.—U. S. District Court, Western Dist 
of Kentucky, in Kentucky Rock Asphalt Co. v. E. S. Helburn, 
Former Collector of Internal Revenue, District of Kentucky. 
No. 1813. 


Bonds—Partial Worthlessness.—Deduction for partial 
worthlessness of bonds of a subsidiary corporation is de- 
nied in 1927 where the taxpayer failed to write off the 
loss on the corporation’s books in 1927, or within a rea- 
sonable time thereafter, and failed to claim it as a de- 
duction in the return for 1927.—U. S. District Court, Southern 
Dist. of California, Central Division, in Santa Monica Moun- 
tain Park Co., Ltd. v. United States of America. No. 7368-Y. 


Building Demolition— Pension Fund Contribution — 
When Deductible-—On the evidence, it is held that loss 
irom the demolition of a building occurred in the fiscal 
year 1929 when the demolition was decided upon and com- 
pleted except for the foundation, removal of which was 
delayed by weather conditions. The loss was therefore 
not deductible in the succeeding taxable year ending Janu- 
ary 31, 1930. 

On the evidence, a contribution by the taxpayer corpora- 
tion to an employees’ pension fund was not made during 
the taxable year, creation of the pension trust not having 
been completed until the following year. Consequently, 
contribution was not deductible in taxable year.—U. S. 
Circuit Court of Appeals Eighth Circuit, in The Dayton 


Company v. Commissioner of Internal Revenue. No. 10667. 
May Term, 1937. 


COURT DECISIONS 617 


California Mortgage Foreclosure—Loss Sustained by 
Mortgagor.—Mortgagor of real estate in California, inci- 
dent to foreclosure sale in 1931, did not sustain a deductible 
loss until the end of the redemption period in 1932. 

34 BTA 918, affirmed.—U. S. Circuit Court of Appeals, 
Fifth Circuit in, Commissioner of Internal Revenue v. J. C 


— (Miss) J. M. Faison and Mayme Hawkins. No. 
8397. 


Condemnation Proceedings—Recognition of Gain or 
Loss.—Where, under a statute authorizing condemnation, 
owners whose property was taken and who also were as- 
sessed for benefits, were permitted to offset the award to 
them against the benefits assessed against them, the net 
amount received, and not the gross award, is the basis 
for computing gain or loss on the transaction. 

Reversing 34 BTA 126.—U. S. Circuit_Court of Appeals, 
Ninth Circuit, in The Christian Ganahl Co. v. Commissioner 
of Internal Revenue. No. 8307 


Consolidated Returns—Affiliation Broken.—Whiere tax- 
payer on November 30, 1928, sold stock of a subsidiary at 
a loss and consolidated returns were filed, the Commis- 
sioner erred in requiring that taxpayer file two returns for 
1928, one from January 1, to November 30, and the other 
from that date to December 31. Taxpayer was, during 
1928, one taxpayer and not two, notwithstanding the fact 
that consolidation ceased on November 30.—U. S. Circuit 
Court of Appeals, Ninth Circuit, in Palomas Land and 
Cattle Co. v. Commissioner of Internal Revenue. No. 8261 


Consolidated Returns—Prior Law.—Petitioner and its 
affiliates filed consolidated tax returns for 1918 to 1921, ap 
portioning thereon the amount of tax due from each affili- 
ate. Each company paid its respective tax liability in its 
own district until, at the request of the Collector, the 
parent company (petitioner) paid certain installments of 
the entire liability for 1920. It continued to pay the entire 
consolidated liability for 1921, as well as the deficiencies 
which arose against the group for all the years in question. 
In all instances, the parent company collected the pro- 
portionate tax which was due from each affiliate. After 
the expiration of the assessment period against the affiliates, 
the parent company (which had filed a waiver) filed a time- 
ly claim for refund of the deficiencies on the ground that 
they were improperly assessed against it whereas the as 
sessments should have been made against the respective 
affiliates. Although the court holds that the parent com- 
pany’s payment of the entire tax liability did not constitute 
a change in the option of having each affiliate assessed 
individually, the petitioner is estopped from recovery since 
it cannot show that it has paid more tax than was justly 
due, it having collected the pro rata shares of the affiliates 
from them.—U. S. District Court, Southern District of 
New York, in American Newspapers, Inc., Successor in In- 
terest to Star Company (Dissolved) v. United States of 
America. Law No. 54-472. 


Co-operative Associations—Taxability—A farmer's co- 
operative association, organized and operating within the state 
statute governing such association, is not exempt under 
Section 103(12) of the 1928 Act, where it does not come 
within the qualifications expressly stated in that Act on 
account of its dealings with nonmember patrons. Peti- 
tioner could not accord to nonmember patrons the nonprofit 
treatment required by the Act because its by-laws provided 
for patronage dividends only to stockholders. The excess 
of its sales over cost of sales and expenses was taxable 
income under the Sixteenth Amendment, the Court finding 
no merit in the argument that because the by-laws require 
the excess to be turned over to the stockholder members 
eventually, the corporation is merely a bailee of the excess 
money, with the ultimate result of no profit to the cor- 
poration. The Court holds that because a portion of the 
earnings was usable to pay dividends on the capital stock 
without reference to patronage, there exists a situation con- 
taining the feature of private profit from the enterprise. 

Affirming Board of Tax Appeals decision, 33 BTA 225.— 
U. S. Circuit Court of Appeals, Eighth Circuit, in Farmers 
Union Co-operative Company, Guide Rock, Nebraska v. Com 
missioner of Internal Revenue. No. 10772, May Term, 1937. 


_Credit for Foreign Taxes—1921 and 1924 Acts—Suffi- 
ciency of Refund Claims.—(1) No credit is allowable under 
Section 238(a) of the 1921 and 1924 Acts for nominal taxes 


withheld from the dividends declared by the taxpayer’s 
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British subsidiary. Biddle v. Com., 86 Fed. (2d) 718 fol- 
lowed. (2) Taxes levied under Schedule A of the British 
Income Tax Law are not allowable as credits under Sec- 
tion 238(e) of the 1921 and 1924 Acts. (3) No part of 
taxes paid by Irish subsidiary is allowable as credit under 
Section 238(e) of the 1921 and 1924 Acts. (4) All taxes 
paid by British subsidiary under Schedule D of the British 
Income Tax Law, and all taxes paid by the Canadian sub- 
sidiary are allowable as credits under Section 238(e) of the 
1921 and 1924 Acts. (5) The “accumulated profits” used 
in determining credits under Section 238(e) are to be com- 
puted by deducting all taxes paid under Schedule D in the 
case of the British subsidiary, but not those paid under 
Schedule A, or the Irish taxes; in the case of the Canadian 
subsidiary, by deducting all the taxes at issue. 

Taxpayer is allowed refund of greater amount than that 
stated in refund claim where the grounds as to additional 
obsolescence are correctly stated, the taxpayer requesting 
refund of a claimed amount “or such greater amount as is 
legally refundable.” 

Reversing, as to issues concerning credit for foreign taxes 
and remanding for further proceedings not inconsistent 
herewith, District Court decision, 15 Fed. Supp. 679.—U. S. 
Circuit Court of Appeals, Second Circuit, in F. W. Wool- 
worth Co. v. United States of America. 


Credit for Foreign Taxes—1928 Act—British Tax on 
Dividends.—A citizen of the United States receiving divi- 
dends from a corporation chartered under the laws of the 
United Kingdom of Great Britain and Ireland is entitled, 
under Sec. 131, 1928 Act, to a credit of the amount of 
United Kingdom income taxes “appropriate” to the divi- 
dends received. One dissent. 

Reversing Board of Tax Appeals decision, 33 BTA 127.— 
U. S. Circuit Court of Appeals, Third Circuit in George W. 


Elkins v. Commissioner of Internal Revenue. No. 6198. Oc- 
tober Term, 1936. 


Deductions—Payment of Alleged Rebates.—Merchants, 
upon becoming advertisers in a paper published by appel- 
lant, purchased stock in appellant under a contract by 
which it agreed to do their advertising at cost plus 7 per 
cent, the latter to be deposited in a “stock purchase and 
guaranty account.” The funds therein were available to 
the corporation for ordinary corporate uses, but the bal- 
ance was required by the contract to be allocated and dis- 
tributed to stockholder-advertisers proportionately according 
to their contributions thereto and not proportionately 
according to their stockholdings. The 7 per cent overage 
deposited in said account in prior years was not reported 
as income for the years in which received. The Court 
holds that the distributions are to be construed as divi- 
dends or distributions of profits to stockholders, rather 
than as rebates (as contended by appellant), deductible as 
expenses. 

Affirming District Court decision, 13 Fed. Supp. 362.— 
U.S. Circuit Court of Appeals, Sixth Circuit, in The Cleve- 
land Shopping News Co. v. Collector of Internal Revenue. 
No. 7128. 


Directors’ Compensation — Deductibility — Reasonable- 
ness.—Court determines deductibility of salaries of certain 
directors of petitioner corporation during 1928 and 1929 
where, under a contract of employment and stock purchase, 
a certain amount was paid in cash monthly, but where the 
alleged balance was not entered on the books until 1931 
and not supported by corporate minutes until 1932. The 
major portion of the claimed salary deductions is allowed, 
on the basis of reasonableness.—U. S. District Court, Dist. 
of Nevada, in Lindley & Co., of Nevada, Inc. v. Louis A. 
Spellier, U. S. Collector of Internal Revenue. No. 2562. 


Dividends—Deductible as Interest.—Dividends paid on 
“guaranteed stock,” which stock was in the nature of a 
secured debt, were deductible as interest to the extent of 
the guaranty (6 per cent on one class and 7 per cent on 
another), any excess constituting ordinary dividends. 

Affirming, on this issue, Board of Tax Appeals decision, 
33 BTA 895.—U. S. Circuit Court of Appeals, Fourth Cir- 
cuit, in Guy T. Helvering, Commissioner of Internal Revenue 


Richmond, Fredericksburg & Potomac Railroad Co. No. 
411 


Erroneous Refund—Recovery—Statute of Limitations.— 
Recovery of 1929 income taxes alleged to have been er- 


roneously refunded to the taxpayer is denied where suit 
was begun more than two years after the making of the 
refund. The Court holds that the statutory period begins 
on the date when the schedule of overassessment is signed 
and not upon the date of payment thereof. Paulsonv. U. S., 
78 Fed. (2d) 97, distinguished. 

Affirming District Court decision.—U. S. Circuit Court of 
Appeals, Third Circuit in, United States of America v. Robert 
K. Wurts. No. 6326. March Term, 1937. 


Estate Tax—Status of Trust Created During Lifetime— 
Property Previously Taxed.—Decedent was killed in an ac- 
cident on January 5, 1931, at the age of 57. Decedent 
created a certain trust more than two years before his 
death, but a considerable part of the trust corpus was 
transferred within that period. It is held, upon the facts, 
that such trust was not includible in decedent’s gross 
estate inasmuch as it was not made in contemplation of 
death, nor intended to take effect in possession or enjoy- 
ment at or after decedent’s death, nor was enjoyment there- 
of subject to change at date of decedent’s death. 

Decedent’s father died November 18, 1927. Under the 
provisions of his father’s will, decedent received an advance 
from his father’s estate. It is held that this advance is not 
includible in computing decedent’s gross estate as it rep- 
resents a bequest received by decedent from a prior dece- 
dent (Sec. 303(a) (2), 1926 Act). 

Interest on an advance (a bequest under the terms of 
decedent’s father’s estate) is deductible as a claim against 
decedents’ estate.—U. S. District Court, Eastern Dist. of 
Pennsylvania, in George H. McFadden and Edward Brown- 
ing, Jr., Exrs., Will of George McFadden, Deceased v. United 
States of America. George H. McFadden and Edward Brown- 
ing, Jr., Exrs., Will of George McFadden, Deceased v. United 
States of America. No. 18624. March Term, 1935. No. 
19830. March Term, 1937. 


Estate Tax—Statute of Limitations—Deficiency Notice— 
Personal Liability of Transferees.—Finding by trial court 
that notice of deficiency was given under Section 316 of 
the Revenue Act of 1926, which section was inapplicable 
under the facts, constituted a clerical error and was with- 
out merit as a defense, where notice was correctly alleged 
in bil! to have been given pursuant to Section 318 (a) of 
the 1926 Act. Therefore, a deficiency assessment is held 
to have been made and proceedings for collection insti- 
tuted within the proper statutory period of limitations, as 
provided by Section 1109 (a) (1) and (3) of the Revenue 
Act of 1926, as well as Sections 308 (a) and 310 (b) of the 
same Act. 

Where notice of deficiency, pursuant to Section 318 of 
the 1926 Act was served on the executors after final dis- 
tribution of the assets of the estate, pursuant to a decree 
of a state court, contention of appellant that there was no 
proper “assessment” within the four-year statutory period, 
pursuant to Section 1109 (a) of the 1926 Act, was not well 
founded, if, under state law, executors continued to rep- 
resent the estate, and therefore were subject to continuing 
liabilitv, in their representative capacities, for payment of 
the estate tax, even though released from personal liability 
under Section 3467 of the Revised Statutes, because of com- 
pliance with Section 407 of the Revenue Act of 1921, which 
enables executors to make written application for imme- 
diate determination of tax liability of the estate. Notwith- 
standing the decree of final distribution, the executors 
continued to represent the estate, under state law, as the 
required formal discharge had not been obtained, as author- 
ized by the California Probate Code, Section 1066. 

The fact that a ten-year lien, to which assets of the 
estate were subject, pursuant to Section 409 of the Rev- 
enue Act of 1921, had expired when the instant proceedings 
were instituted, ‘does not bar proceedings brought to en- 
force the personal liability of the transferees of assets of 
the estate. 

Affirming District Court decision.—U. S. Circuit Court 
of Appeals, Ninth District, in Newton H. Neustader, 
Josephine D. Neustader, Florence N. Stettheimer, James D. 
Hart and Ellen K. Hart v. United States. No. 8176. 


Estate Tax—Tenancy by the Entirety.—Since 1909, de- 
cedent and his wife owned Indiana real estate as tenants 
by the entirety, decedent having furnished the entire pur- 
chase price. It is held that the value of the real estate is 
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Principles of Recoupment 
and Estoppel 


(Continued from page 578) 


examinations have for a number of years informed the 
Commissioner of the facts before the expiration of the 
statutory period of limitations, is estopped to deny liability 
for tax on the aggregate amount of such income ina single 
subsequent year, when such income is neither received nor 
accrued, because the statute of limitations bars the tax for 
the earlier years when it was properly due. 


“This proposition would operate as a complete frustra- 
tion of the statute of limitations. Congress having ex- 
pressly provided such a bar, the Commissioner would thrust 
it aside whenever it seemed to him or to the Board or the 
courts unfair, although there is in the act neither express 
nor implied exception of such a nature. This is also true 
of refunds of overpayments, for the Commissioner may not 
act merely upon his sense of fairness to allow a claim long 
after it is outlawed by statutory limitation. In the absence 
of fraud or at least of conscious deception, Congress has 
fixed a period of time as a limit upon collectibility, and this 
may not give way to an elusive concept of fairness. 


“There may be a tinge of unfairness in the thought that 
a taxpayer may, because of the statutory limitation, avoid 
a tax otherwise unquestionably due. But, on the other 
hand, it may be unfair that an honest taxpayer should be 
made to answer for an innocent mistake long afterward. 
These matters Congress has considered and in its legisla- 
tive wisdom it has enacted the limitation period at the price 
of losing the tax. The administrative officer may not inter- 


pose his judgment to the contrary, Dupree v. Mansur, 214 
U. S. 161. 


“But, if the question of the essential unfairness of this 
petitioner’s position be open to consideration, there is still 
not enough to support the respondent’s affirmative plea. 
The petitioner has not misled the respondent. So far as 
the evidence shows, petitioner has merely filed erroneous 
returns in which the Commissioner has acquiesced. There 
is no explanation of the error by either side. Both have 
known all the facts, certainly since 1922, and we may 
assume, in the absence of contrary evidence at least, that 
the Commissioner before that did his official duty and 
likewise ascertained them. Cf. Helvering v. Brooklyn City 
R. R. Co., supra. Perhaps throughout the entire period both 
the taxpayer and the Government held a mistaken view of 
the legal theory or proper time for taxing the royalties. 
There is nothing to indicate that the contract was not 
known to both or that petitioner’s books omitted any facts. 
Neither an affirmative misstatement nor a concealment is 
suggested, nor an act of the Commissioner in reliance on 
petitioner’s word or conduct. A mutual mistake of law is 
no foundation for estoppel. Tide Water Oil Co., 29 B. T. A. 
1208. If it were, there would be just as much ground for 
the taxpayer to claim that the Government is estopped to 
change its position. 

“That there is no substantive reason to tax these advanced 
royalties in 1930 is impliedly conceded in the agreement 
that they were taxable when received. C. H. Mead Coal Co., 
31 B. T. A. 190. In 1930 the petitioner derived no part of 
this amount. The lessee neither had nor claimed any right 
to it after payment. Its right to extract coal to the extent 
of the royalties paid did not affect the lessor’s ownership 
of the royalties. Hence, by no theory could a tax be imposed 
in 1930. As to, say, the 1914 royalties, there is no more 
reason to tax them in 1930 than in 1923. If estoppel alone 
is the ground it was as well founded in 1923 as in 1934. 
And if there is no basis for tax in the 1930 contract or 
charge-off, then estoppel would be equally operative to 
impose a cumulative tax in 1950 as in 1930. If this prin- 
ciple is sound, an individual taxpayer who failed to pay 
tax at the low rate of 1914 would be subject to the high 
brackets of 1930 upon the accumulation of royalties for all 
the intervening years. This would be a serious penalty 
upon one admittedly free from fraud. 

“There are prior decisions involving the doctrine of 
estoppel, but we find no clear authority to support the 
Government’s contention. Cases where the taxpayer has 
knowingly postponed the tax by an affirmative act or state- 
ment upon which the Commissioner reasonably relied do 
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not support the broad rule urged upon us here. And the 


doctrine of estoppel is not to be confused with that of 
election.” 


In A. G. Hull v. Commissioner, C. C. A. (4) (1937), 
the Court ruled that failure of a taxpayer to return 
income for tax purposes is not of itself, a sound 
basis for estoppel. In 1925 the taxpayer received 
certificates of deposit from a corporation in the 
amount of an agreed payment under an option. In 
1926, the certificates were exchanged for a check of 
the corporation in the same amount. The taxpayer 
claimed that no taxable income arose from the trans- 
action when the Commissioner based a deficiency 
assessment on it for 1926. Before the Board of Tax 
Appeals, the taxpayer further contended that, if 
taxable income arose from the transaction, it was 
income in 1925 (then outlawed) and not in 1926. 
The Board found for the Government. 


The Circuit Court upheld the dissenting Board 
opinion and found for the taxpayer, stating: 


“The payment of the sum in question being made in the 
year 1925, the income could be properly allocated to him 
in that year only. Commissioner v. R. J. Darnell, 60 Fed. 
(2) 82. 

“Estoppel: The contention that the taxpayer not having 
returned the payment as taxable income for the year 1925 
is estopped from contending that the payment was taxable, 
if at all, in that year, is not a sound one. 

“As was pointed out in the dissenting opinion the whole 
transaction was investigated by the Bureau of Internal 
Revenue long prior to the expiration of the statute of limi- 
tations for the year 1925. The taxpayer at no time repre- 
sented that the money was received by him in the year 
1926 but consistently contended that the sum was not tax- 
able at all as he had made no profit on the transaction hav- 
ing invested more than the payment received in the 
properties optioned. In view of our conclusion that the 
payment was made in 1925 it is not necessary to decide 
here whether this contention of the taxpayer was correct. 


“There is nothing inconsistent in the position of the 
taxpayer and so far as the record discloses no misrepre- 
sentation of fact was made. All the facts were fully before 
the Bureau of Internal Revenue before the statute of limi- 
tations expired. 


“Estoppel is an affirmative defense and the burden is upon 
the party asserting it to establish both the facts necessary 
to support it and the fairness of its application and a party 
either knowing the facts, or in a position to know them, 
cannot claim the benefit of estoppel. Helvering v. Brooklyn 
City R. R. Company, 72 Fed. (2) 274. Jones on Evidence 
(3rd Ed.) Par: 279. 


“The payment was received by the taxpayer in the year 
1925 and he is not estopped from setting up this fact. The 
sum of $109,000 received by the petitioner was not taxable 
income for the year 1926. 


“The judgment of the Board is reversed.” 


Year in Which Executors’ 
Fees Are Taxable 


N Commissioner v. Richard M. Cadwalader, Jr., 

C. C. A. (3) (1937), it is unfortunate that the 
Circuit Court did not discuss the question of estop- 
pel, when it reversed the order of the Board of Tax 
Appeals. It would appear from the report on the 
case that the taxpayer should have been estopped 
by the Board but the Court found for the Govern- 
ment without apparently considering estoppel. 


The decision, however, is important with respect 
to the year in which executors’ fees constitute tax- 
able income and is, in part, as follows: 
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“In view of the practical fact that the estate had no 
money to pay the executors’ commissions and of the legal 
fact that the executors’ commissions could not be allowed 
until final accounting, certain steps were taken to procure 
the allowance for inheritance tax purposes, which steps 
are stated in the minority opinion of the Tax Board. 

“The facts are simple: Emily R. Cadwalader and her 
sister were executrices of the estate of Charles G. Roebling, 
their father. The holding of the Bureau of Internal Rev- 
enue at that time required that executrices’ commissions 
must be paid before a deduction might be had for estate 
tax purposes. The estate was without ready cash to make 
the payments. Mrs. Cadwalader and her sister, therefore, 
advanced the money to themselves as executrices and issued 
a note to each covering the so-called loan. They immedi- 
ately took back the money, together with the note. In 
1927 this transaction was examined by a revenue agent, who 
recommended that the executrix’s commission be included 
in income for the year 1925. Mrs. Cadwalader protested 
this suggestion on the ground that she in fact had received 
no income from the estate. The Commissioner accepted 
her plea and the item was eliminated from taxable income 
and no tax paid. I believe that this action was correct 
for she had in effect simply received a note for her claimed 
commission and the whole matter was one of accommoda- 
tion in order that the Roebling estate might secure a deduc- 
tion for tax purposes. When in fact the commission of 
$142,707.88 was allowed by the court and paid in 1930, 
instead of reporting the sum as income, Mrs. Cadwalader 
urged that she should have been taxed on it in 1925. As 
1930 was the year in which she in fact received the cash 
commission from the Roebling estate, that is the year in 
which the income was received and the tax upon its receipt 
due. The Commissioner should prevail.” 


Taxpayer Estopped from Claiming that 
Income Was Taxable in a Prior Year 


N Lichtenberger-Ferguson Company v. Welch, 14 

Fed. Supp. 396 (1936), the taxpayer was assessed 
additional income tax for 1919 and contended that 
the item in question was income in 1920. The Dis 
trict Court found for the taxpayer but was reversed 
by the Circuit Court which ruled that the income 
was taxable in 1919. The taxpayer entered the Dis- 
trict Court a second time, claiming that the income 
in question was taxable in 1918, then outlawed. 


The court ruled that the taxpayer should be 
estopped from taking such a position, stating: 

“It is claimed that notwithstanding the clear import of 
the decision of the appellate court that the money in suit 
was properly assessed and collected as income taxes for the 
vear 1919, the taxpayer can now be heard to assert in this 
case that the court above was wrong and that this court 


should find and hold that the amount involved is income for 
the vear 1918. 


“Tf the cla‘'m of the taxpayer, made at this late date, that 
the amount of $10,011.63 is taxable income for the year 1918 
is sustained, it enables the taxpayer to obtain an inequitable 
advantage by avoiding a tax upon its income which it 
should have paid in some vear. It must be conceded that 
the amount of the adjustment was taxable income under 
revenue laws of the United States. The statute of limi- 
tations has now barred any collection of the tax upon in 


come of the year 1918. 


“This condition has been caused by taxpayer in making 
its returns, presenting its claims and demands, and prose- 
cuting its case here and before the appellate court upon 
the ground that the amount was income for the year 1920. 
By this action it persuaded and induced the collector to 
assume the position that now redounds to the inequity of 
the government if the taxpayer’s belated contention is 
upheld. This in good conscience it should not be permitted 


to do. Bowe-Burke Mining Co. v. IWillcuts, Collector, etc., 
15 Fed. (2d) 394.” 
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Taxpayer Not Estopped from Claiming 
That Basis of Property Is Not Dependent 
Upon Taxation of Income 

Received at Acquisition 


\ HEN a taxable exchange or other transaction 

results in the acquisition of property and also 
gives rise to taxable income, the computation of the 
basis of the property acquired does not necessarily 
depend upon whether or not the related income was 
subjected to income tax. When the property is sold 
or subjected to depreciation, the stepped-up basis is 
applicable, if the income received at time of acqui- 


sition was (innocently) omitted from taxable in- 
come. 


Income Found to Have Arisen 
But Escaped Taxation 


N Farry Boulton v. Heiner, District Ct., 3 Fed. 

Supp. 372 (1932), taxpayer had purchased 25% 
of the stock of two coal companies in 1912 for 
$11,500 cash plus his services in opening and de 
veloping the mines and marketing the coal. These 
services were rendered without other compensation 
from 1912 to 1916 and Boulton reported no income 
from that source in those years. In 1917 the stock 
was sold and Boulton claimed that the cost to him 
was $11,500 cash plus $17,500 for services rendered. 
The court held for the taxpayer on the ground that 
he had established the value of his services and was 
not estopped because he had failed to report such 
value as taxable income. It is likely that this case 
would not be so decided today and that Boulton, by 
his affirmative action in filing returns from 1912 to 
1916 and failing to show any salaries from the coal 
companies, would be held to have estopped himself 
from later claiming that such services were in fact 
worth $17,500. This case can be distinguished from 
the Salvage case which follows: 

In Commissioner v. Salvage, 56 S. Ct. 375 (1936), 
the taxpayer acquired stock in 1922, which was 
worth $1,164.70 per share, for $100 per share plus 
his agreement not to engage in a competing busi 
ness without the company’s consent. The taxpayer 
reported no income from this transaction in 1922 
and, after an exchange which is not rejievant, certain 
of his stock was retired. 


In its opinion, the Supreme Court stated: 

“*The question is—Whether the taxpayer is estopped to 
claim that the difference between the market value of th: 
1,500 shares as of December 30, 1922 and their cost to him 
constituted taxable income to him for 1922; and hence that 
the fair market value of these shares, and not their cost, 1s 
the basis to be used in measuring the gain from the disposi- 
tion of the shares in 1929, no income from the transaction 
having been reported in 1922,’ 


“The court below held that the consideration for the 
Viscose Company stock acquired in 1922 was $100 per 
share, plus the covenants to resell five-sevenths at par, etc.. 
and not to engage in competing business. Also that the 
base cost for estimating capital gain in 1929 was the fair 
market value in 1922 of the shares then held. * * * 
Further, that the failure to disclose 1922. taxable gain 
apparently resulted from innocent mistake of law; there 
was no false representation of fact; nothing gave support 
to the claim of estoppel. The cause was remanded for 
ascertainment of the amount of the overpayment. 
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“We find no reason to disagree with the judgment of the 
court. 


“The defense of estoppel was not before the Board. 
Under what we regard as the correct practice, General Utili- 
ties, etc. Co. v. Helvering, No. 41—October Term 1935, 
decided Dec. 9, 1935, the court should have passed the point. 
Furthermore, the facts disclosed give it no support.” 


Similarly in Commissioner v. Mary E. Yates, 86 
ed. (2d) 748 (1936), wherein it appears that the 
opinion of the court might have been otherwise but 


for the existence of a closing agreement, the Court 
said: 

“The Commissioner has petitioned for review of a deci- 
sion of the Board of Tax Appeals holding that there was 
no deficiency in taxpayer’s, income tax for the year 1930. 
He contends that because certain cash credits on the books 
of a corporation used by taxpayer and her husband to pay 
for the stock of that corporation had been largely profits 
to them in the year 1928, but had not been returned by 
them in that year, and as to which no income tax had been 
paid, taxpayer was estopped from using those credits to 
establish a cost basis for the stock which she sold in 1930. 

“Both taxpayer and her husband had settled their entire 
tax liability with the Government for the year 1928, and, 
together with the Government’s duly authorized represen- 
tative, had signed the usual written closing agreement to 
that effect, pursuant to section 606 of the Revenue Act of 
1928, and the agreement was duly approved by the Secretary 
of the Treasury within the time specified in the agreement. 

“Although the taxpayer and her husband did not return 
and pay a tax in 1928 based on the receipt of the credits 
referred to, they did pay in full the amount shown due by 
the Government’s final determination, after a complete 
field audit of the records of respondent and her husband 
by the representative of the Bureau of Internal Revenue. 


“Estoppel Issue. Upon these facts, the Government con- 
tends (1) that the cost of the stock, for the purpose of 
determining the gain or loss from the sale, is the allocated 
cost basis of the credits, (2) that the respondent i is estopped 
to claim that the base ‘for determining the gain from the 
sale is the value of the credit in 1928, because the credits 
were not reported as taxable income in that year or any 
other year. 

“Section 606 of the Act of 1928, under which taxpayer’s 
closing agreement was executed, authorized the Commis- 
sioner to enter into an agreement in writing with any per- 
son, relating to his liability in respect of any internal 
revenue tax for any taxable period ending prior to the 
date of the agreement. It further provided that if the 
agreement were approved by the Secretary or Under- 
secretary, within such time as might be stated in such 
agreement, the agreement should be final and conclusive, 
except upon a showing of fraud or malfeasance, or misrep- 
resentation of a material fact. 


“The Government made no charge of fraud or malfea- 
sance in this action, and the only charge of misrepresenta- 
tion is of an indirect or negative character, that is to say, 
it argues that the failure of taxpayer and her husband to 
disclose in their returns that they had received the involved 
credits in the year 1928, was tantamount to their affirma- 
tive statements that they had not received them, and thus 
created against respondent a quasi estoppel. We think the 
argument is not sound. We must concede that Congress 
had some purpose in enacting the statute. Obviously, it 
was to expedite the settlement and payment of taxes by 
extending to the taxpayer some assurance of finality. To 
adopt the construction now urged by the Government 
would render the statute meaningless, for so long as any 
item of income was omitted, however innocently, the clos- 
ing agreement would have no binding effect, and the tax- 
payer would be in precisely the same position as he was 
prior to the enactment. 


“In view of the stipulations of the parties and the closing 
agreement executed by the Government with taxpayer and 
her husband, we are quite in accord with the Board’s con- 
clusions as expressed in the following language: 
we are impressed that this is simply an effort to collect 
income taxes from the taxpayer and her husband for 1928, 
a year not before us, and, as we view the facts, any mis- 
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representations that may have been made by the parties— 
in respect of their income tax liability for 1928 would be 
much more susceptible of construction as grounds for 
setting aside the final closing agreements than as a basis 
for the application of the doctrine of estoppel against the 
taxpayer in respect of her income tax liability for 1930.” 


Taxpayer Estopped from Claiming that 
Basis of Property Is Affected by Income 
Received at Acquisition but Not Taxed 


N THE twin cases of D. C. Bothwell v. Commis- 

sioner and J. F. Darby v. Commissioner, 77 Fed. 
(2d) 35 (1935), the Court said, “By failing to report 
such income, each in effect declared that no such 
income had been received by him.” Comparison, in 
this respect, with some of the preceding cases is 
interesting. Darby and Bothwell, in 1922, each 
obtained an option to purchase stock at any time 


within five years at the market price of the stock 
in 1922. 


During the years 1922 to 1924, inclusive, the cor- 
porations earned no net profits, but by 1927 they 
were prospering and the stock of the parent corpo 
ration was selling for about $8.00 a share. 


In December, 1927, Darby and Bothwell exer- 
cised their options and purchased the stock at $2.00 
a share. In 1928 Darby sold 9,943 shares at a net 
profit of $138,818.28 and Bothwell sold 9,000 shares 
at a net profit of $100,180. Individual income tax 
returns for 1928 were prepared for Darby and Both- 
well by accountants and filed. It was stated in such 
returns that the stocks sold were acquired in 1922, 
and the above profits were reported as capital gains 
subject to a tax of 124%4% under the provisions of 
Sec. 101, Rev. Act of 1928 (45 Stat. 791,811). 


The Commissioner held that in each case the 
profit was ordinary gain, subject to both the normal 
tax and surtax, and proposed an additional assess- 
ment against Darby of $17,465.14, and against Both- 
well of $10,141.89. A 5% negligence penalty was 
also proposed against Bothwell, based on his failure 
to report the true date of the acquisition of the 
stock. 

Each filed a petition for redetermination with the 
3oard of Tax Appeals. Bothwell’s petition was filed 
October 25, 1930, and Darby’s, February 4, 1931. 
30th petitions set up that the profits derived from 
the foregoing transactions were capital gains, and 
therefore not subject to normal tax and surtax. 


Amended petitions were filed by Darby and Both- 
well on November 16, 1932, which set out, first, 
that the profit from the sales of stock was capital 
gain, and second, if it was not, then part of it was 
compensation for services and the cost of the stock 
should have been computed at fair market value in 
December, 1927, or $8.00 a share. Neither Darby 
nor Bothwell reported any part of the stock as com- 
pensation for services, in his tax return for 1927. 


The Commissioner, in his answers to such amended 
petitions, set up that Darby and Bothwell were 
estopped from making the alternative claim, be 
cause of their failure to report any part of the stock 
value as compensation for services, in their tax re 
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turns for 1927. A negligence penalty of 5% was also 
asserted against Darby. 
The Board sustained the contentions of the Com- 


missioner, and also asserted the negligence penalty 
against Darby. 


In finding for the Government, the Court said: 


“Darby and Bothwell now concede they erred in report- 
ing the income as capital gain, but assert that the difference 
between the option price and the fair market value of the 
stock at the time they acquired it, was a reward for their 
services. They contend the board erred in holding that 
the cost basis for determining the gain or loss on the 
transactions was the option price rather than the fair 
market value in December, 1927, when the stock was 
acquired. 

“Tf the difference between the option price and the fair 
value of the stock in 1927 was compensation for services, 
then Darby and Bothwell were obligated to report such 
difference as income in their returns for 1927, and to pay 
the tax thereon. By failing to report such income, each in 
effect declared that no such income had been received by 
him. Crane v. Commissioner (C. C. A. 5), 68 F. (2d) 640, 
641. Furthermore, up to the time the amended petitions 
were filed, each had asserted that the income received by 
him was capital gain rather than compensation for services. 
At the time the amended petitions were filed the statute 
of limitation had run as to the 1927 taxes. 

“Darby and Bothwell each having declared in 1927 that 
no part of the value of the stock was compensation for 
services, and having continuously asserted from 1928 until 
after the statute of limitation had run against taxes for 
1927, that the whole of the profit derived from the sale of 
such stock was capital gain, they are now precluded from 
asserting that a portion of the value of such stock was 
compensation for services. They are barred from so doing 
by their wrongful acts and omissions.” 


In a rather peculiar case, FE. R. Hawke v. Com- 
missioner, 35 BTA 102 (1937), the Board of Tax 
Appeals recently found for the Government because 
the facts did not indicate that either party regarded 
the difference between the amount paid for stock 
and its then market value as compensation for serv- 
ices. 

For a number of years prior to 1930 the taxpayer 
was employed as manager of a branch store of J. C. 
Penney Co. at Modesto, ¢ California, under contracts 
which enabled him to purchase shares of stock of 
the company at prices less than their fair market 
value. In 1928 and 1929 he acquired under the con- 
tracts a number of shares of the stock at much less 
than their fair market value. He did not include in 
his income tax returns for those years any amount 
in respect of the acquisition of the shares. The 
Government held that on the sale of some of the 
shares by the taxpayer in 1930 and 1931 the basis 
for the purpose of computing gain or loss should 
be the amount of cash which the taxpayer paid in 
acquiring them. 

The Board stated, in part: 

“The Government argued before the Circuit Court of 
Appeals for the Second Circuit in the Salvage (Salvage v. 
Com., 76 Fed. (2d) 112) case that the taxpayer was estopped 
to use a stepped-up basis upon the sale of the shares in 
1929 because he had not returned as income the amount 
of the differential in his income tax return for 1922, the 
vear in which the shares were acquired. In its opinion the 
Board did not base its holding upon the ground of estoppel 
and, indeed, did not refer to it. The court’s decision in the 
Salvage case was affirmed by the Supreme Court in 297 
U.S. 106. Apparently the only question before the Supreme 
Court on the Government’s application for a writ of cer- 
tiorari was whether the taxpayer was estopped to claim 
that the difference between the fair market value of the 
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shares acquired in 1922 and the amount paid for the shares 
should be added to the cash paid by Salvage for the shares 
in determining the cost basis. Upon this point the Supreme 
Court stated: ‘We find no reason to disagree with the 
judgment of the court. The defense of estoppel was not 
before the Board. Under what we regard as the correct 
practice, General Utilities & Operating Co. v. Helvering, 296 
U.S. —, 56 S. Ct. 185, 80 L. Ed.—decided December 9, 1935, 
the court should have passed the point. Furthermore, the 
facts disclosed give it no support.’ 

“Manifestly, the Supreme Court did not pass upon the 
question as to whether the cost to Salvage of his shares 
was the amount of cash which he paid for them or their 
fair market value at the date of acquisition. * * * 

“The Board is of the opinion, however, that the cost to 
the taxpayer of the J. C. Penney Co. shares sold during 
the taxable year, but purchased in 1928 and 1929, was the 
amounts of cash paid for the shares, and that the taxpayer 
is not entitled to any stepped-up basis on the theory that 
the differential between the amount paid for the shares 
and their fair market value was paid to him as compensa- 
tion for services. They were not so understood either by 
the J. C. Penney Co. or the taxpayer. The interpretation 


placed upon the contracts by the parties thereto is of great 
importance.” 


Taxpayer Not Estopped from Claiming 
That Basis of Gift Is Not Affected by 
Innocent Mistake of Donor 


S MIGHT be expected from the foregoing, the 

" present owner of property acquired by gift 

may not be penalized for an innocent mistake of the 

donor, in failing to report income received at time 
of acquisition of the property. 


In Anna D. Jamieson v. United States, 10 Fed. Supp. 
32 (1935), it appeared that Susan C. Dickinson, in 
1917, owned a half-interest in a partnership which, 
for fifty years, had been carrying on the grain and 
feed business. 


On October 1, 1917, the J. Cushing Company was 
organized, and all the assets of the partnership were 
transferred to the corporation in exchange for 6,000 
shares of the par value of $100 each of the capital 
stock of the corporation, the corporation assuming 
all liabilities of the partnership. Of these 6,000 
shares, 2,900 were issued to Mrs. Dickinson and 100 
to her husband. Of the shares received by Mrs. 
Dickinson 400 were given to the taxpayer in 1923 
and 150 more were, in 1926, bequeathed to the tax- 
payer in Mrs. Dickinson’s will. The Government 
and taxpayer agreed that the cost basis of the 150 
shares bequeathed in 1926 was $200 per share. 


Respecting the 400 shares, which were the sub- 
ject-matter of the gift in 1923, the Court found for 
the taxpayer, saying: 


“As to the first question, it appears that Mrs. Dickinson 
failed to return, in her 1917 income tax return, any profit 
arising from the transaction whereby she acquired the 
shares in the corporation. Later, the Commissioner ot 
Internal Revenue audited her income tax return when the 
transaction, and all details involved therein, were made 
known to him, as well as the fact that she had not reported 
any gain resulting therefrom. 


“Inasmuch as Marr v. United States, 268 U. S. 536, had 
not then been decided, it is a fair assumption that neither 
the Commissioner of Internal Revenue nor Mrs. Dickinson 
believed that any taxable gain had resulted. 


“It is apparent, therefore, that the failure to return and 
pay a tax upon whatever gain resulted from the incorpora- 
tion was due to a mistake in law rather than of fact. 
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“Tt is the government’s contention that the basis which 
would have to be taken if the donor was the taxpayer is 
the value of her interest in the partnership on March 1, 
1913. It is stipulated that, if the value on that date is to 
be regarded as the basis from which to compute the gain, 
the taxpayer cannot recover in this proceeding. The claim 
of the United States is based upon the premise that, since 
the donor paid no tax in 1917 she is now estopped from 
claiming the date of the acquisition of the shares in 1917 
as the date with reference to which the cost basis is to 
be determined. This premise is not sound. In the first 
place, the elements of estoppel are not present in this case. 
In United States v. F. Scott & Sons, Inc., 69 F, (2d) 728, 732, 
Judge Wilson, speaking for the Circuit Court of Appeals i in 
this District, observed that—‘To constitute estoppel 
(1) there must be false representation or wrongful mislead- 
ing silence. (2) The error must originate in a statement 
of fact and not in an opinion or a statement of law. 
(3) The person claiming the benefits of estoppel must be 
ignorant of the true facts, and (4) be adversely affected 
by the acts or statements of the person against whom an 
estoppel is claimed. It is quite evident here that the error 
originated in the misapprehension of the Commissioner as 
to the law applying to the assessment of the tax in ques- 
tion, and that the taxpayer did nothing and said nothing 
intending to mislead, or which could have misled the gov- 
ernment as to any of the facts involved.’ See also Strum 
v. Boker, 150 U. S. 312, 333. 


“It is quite clear that the donor never by any act or 
acquiescence assented to an assessment on 1917 income at 
the rates prevailing under the Revenue Act of 1928. 


“We are here concerned with the taxpayer’s income 
which is the measure of the tax. It would be inequitable 
to require her to pay a tax at the 1928 rate upon income 
which her donor received in 1917, merely because through 
misconception of the law the donor paid no tax. 


“The cases cited by the Government in support of the 
doctrine of equitable estoppel deal with controversies be- 
tween the taxpayer and the Commissioner where the tax- 
payer has assented, or agreed, to some act of the 
Commissioner. These cases are not in point. No case has 
been brought to my attention which held that the failure 
of a taxpayer to return, and the failure of the government 
to collect, a tax for any taxable period entitled the govern- 
ment to add the income received in the earlier year to that 
received in the subsequent years. 


“Income taxes are assessed on the basis of annual accout- 
ing periods. Helvering v. Morgan’s, Inc., 293 U. S. 121, 
Burnet v. Sanford & Brooks Co., 282 U. S. 359. 


“T rule, therefore, that for the purposes of determining 
the gain arising from the liquidation of her 400 shares the 
cost basis is the fair value of the 400 shares on Octeber 1, 
1917, when the shares were acquired by Mrs. Dickinson.” 


Taxpayer Not Estopped from Claiming 
That Basis Is Not Dependent Upon Value 
Upon Which Estate Tax Was Based 


T SEEMS likely that, if the Government errs in 

assessing an estate tax, the provisions of the law 
with respect to the basis of property received from 
the estate by devise, legacy or inheritance may not 
not be altered to the detriment of the recipient. 
However, if the recipient of the property was also 
an executor or trustee of the estate, he must come 
into court with clean hands. 


In Sarah H. McConnell v. Commissioner, 29 BTA 
32 (1932), the taxpayer acquired an interest in cer- 
tain real estate upon the death of her father in 1916. 
This interest was valued at $150,000 by the govern- 
ment for assessment of estate tax. In 1925, the tax- 
payer sold the property and claimed that its actual 
value in 1916 was $265,000 rather than $150,000, and 
that the higher basis should be used in computing 
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her taxable gain. The Board of Tax Appeals found 
for the Taxpayer, and the Commissioner acquiesced. 


In its opinion, the Board said: 


“The Government introduced no evidence in rebuttal and 
in cross-examination failed to discredit or weaken the testi- 
mony of the expert witnesses of taxpayer. On the record 
we conclude that the determinations of the Government 
as to the value of the two parcels of real estate must be 
overruled. The profits from the sale of the two properties 
in 1925 should be recomputed on the basis of va'ues of 
250,000 and 15,000, respectively.” 


In Northport Shores, Inc. and Martha M. Hall v. 
Commissioner, 31 BTA 1013 (1935), the Government 
unsuccessfully sought to estop the taxpayers from 
asserting that the value of property was in excess 
of that upon which estate tax had been assessed. 
Martha Hall was an executrix of an estate from 
which she inherited a one-half interest in certain 
real estate. Based upon independent appraisal, the 
executors reported the value of this interest at 
$112,500 for estate tax. This value was accepted by 
the Commmissioner and the estate tax was settled 
on that basis. The taxpayer then formed Northport 
Shores, Inc. and, having previously acquired the 
other one-half interest in the property, transferred 
the property to the corporation for its entire capital 
stock. The corporation sold the property for ap- 
proximately $1,000,000 and retired its stock in 1928 
and 1929 from the proceeds of the sale. The indi- 
vidual and corporate taxpayers then claimed that 
the one-half interest acquired from the estate had a 
fair market value of $500,000 at time of acquisition 


and that the taxable gain should be computed on 
that basis. 


The Board of Tax Appeals found for the tax- 
payers, stating: 

“At all events, the Government has not affirmatively 
established the fact, essential to its pleaded estoppel, that 
it relied upon any representation or misrepresentation of 
taxpayer in determining the value of the property or the 
presently involved undivided one-half interest therein, in 
the computation of the estate tax liability. 


“Another requisite of estoppel is that the representation 
or misrepresentation to support it must be one of fact. 
This record apparently disclosed nothing more than a mere 


expression of opinion of value which does not support the 
plea. 


“Consequently, without considering other possible defects 
upon the present record, we find no estoppel.” 

The Commissioner did not acquiesce and the case 
is now on appeal in the Second Circuit. 


Taxpayer Not Estopped from Claiming 
Duplication of a Deduction Previously 
Taken in the Wrong Year 


NE or two of the tax service organizations 

recently announced that double or duplicate 
deductions are possible, if deduction was innocently 
taken and was allowed before it was allowable and 
if the statute of limitations prevents reopening of 
the year in which the error was made. 


In a rather remarkable case recently decided for 
the taxpayer by the Board of Tax Appeals, Wobber 
Bros. v. Commissioner, 35 BTA 118 (1937), the tax- 


payer appears to have made a mistake of fact rather 
than of law. 
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Comparison of the second paragraph of the quo- 
tation from the opinion of the Court in the Lichten- 
berger-Ferguson Company v. Welch case, previously 
given, with the opinion of the Board in this case is 
interesting. Certain principles of equity discussed 
by the Supreme Court in Ernest M. Bull v. United 
States might also be found to apply. 

The Board also seems in this case to have re- 
versed its reasoning as given in the decision in 
Lewis K. Walker v. Commissioner, 35 BTA 90 (1937), 
in which it said: 

“To apply taxpayer’s proposal here would leave him in 
1930 with a larger basis than actually remains to him in 
view of the amount of the basis used in computing his gain 
on the earlier sales. It would result in recovery of part of 
his basis twice. * * * The statute authorizes the recov- 
ery of basis only once. With the exact basis susceptible 
of determination, and with all the stock finally disposed 
of, we think it would be an error to substitute for the facts 
a theory which distorts the actual gain or loss.” 

In 1927, Wobber Bros. purchased 1,500 shares of 
stock for $158,499.58 and 292 shares for $28,769, a 
total of 1,792 shares for $187,268.58. In 1928, the 
taxpayer sold the 1,500 shares for $202,165, realizing 
a gain of $43,665.42 but it reported the cost as 
$187,208.58 and a taxable gain of $14,896.82. The 
Commissioner did not discover the error in time 
to assess additional tax for 1928. The 292 shares 
were later exchanged for other stock in a tax free 
transaction and the new shares were sold in 1930. 
In computing its taxable gain in 1930, the taxpayer 
used the cost of the 292 shares, $28,769, which had 
already been erroneously used in 1928. 

In its opinion, the Board said: 

“We are of the opinion that an innocent mistake made 
in a tax return affords no basis for the invocation of the 
doctrine of estoppel. The taxpayer made a mistake in 
filing its income tax return for 1928. The statute of limi- 
tations has operated to bar the assessment and collection 
of any deficiency due for that year. The mistake made 
by the taxpayer in that year cannot be charged against it 
in the determination of a deficiency in income tax for a 
succeeding year.” 


Taxpayer Estopped from Claiming 
Duplication of a Deduction Previously 
Taken in the Wrong Year 


T IS easy to understand why the decisions in the 
following cases were against the taxpayers but 
the opinions quoted contain implications of the atti- 
tude the Court may take if Wobber Bros. v. Com- 
misstoner is appealed. 

In Stern Brothers v. United States, 8 Fed. Supp. 
705 (1934), the taxpayer erroneously deducted rent 
for thirteen months in its 1929 return and, to adjust 
the error, deducted only eleven months’ rent in its 
1930 return. Later, the taxpayer claimed that it was 
entitled to deduct rent for a full vear in its 1930 
return. 

From the decision: 

“Taxpayer relies upon the statutory provision that ‘The 
deductions and credits shall be taken for the tax- 
able year in which “paid or accrued” or “paid or incurred,”’ 
dependent upon the method of accounting upon the basis 
of which the net income is computed * * *, 

“If what has been said in respect to the year 1930 pre- 
sented a complete picture of the case, taxpayer, under the 


statute and regulations, is clearly entitled to recover, but 
such is not the case. * * * 
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“The Government has no money belonging to taxpayer. 
Its 1930 tax liability has been adjusted on the basis of the 
suggestion set forth in its tax return for that year, a sug- 
gestion that is, under all the facts and circumstances of 
the case, tantamount to request and consent. The correct- 
ness of the adjustment was in no way questioned by tax- 
payer until after the statute of limitations had run against 
the Commissioner’s right to make additional assessments 
for the year 1929. In these circumstances taxpayer is 
estopped from now asserting a claim for the overpayment 
claimed for the year 1930.” 


In Giant Furniture Company v. United States, 9 
Fed. Supp. 585 (1935), the taxpayer had been al- 
lowed deductions for cash and freight discounts on 
the reserve basis in 1917 and 1918 and, after 1917 
was outlawed, claimed that the deduction allowed 
in 1917 should not have been allowed and was de- 
ductible in 1918. 


In its opinion, the Court, said: 


“The findings show that the additional amount now 
claimed by taxpayer, namely, $6,899.29, is the difference 
between the reserve set up at the end of 1917 and allowed 
as a deduction for that year and the reserve set up at the 
end of 1918 and allowed by the Commissioner for 1918. It 
thus appears that the taxpayer claims it should be allowed 
an amount for 1918 which has already been allowed for the 
vear 1917. The allowance for 1917 was made in accordance 
with the reserve set up on the books of the taxpayer and in 
accordance with the taxpayer’s return. In other words, the 
taxpayer requested that this allowance be made for 1917 
and the request was granted. The taxpayer now, after the 
statute of limitations has expired for collection of the taxes 
of 1917, comes into court and asks that another allowance 
based on the same matters be made for 1918. When the 
taxpayer in its return for 1917 listed the discounts involved 
herein as a deduction and obtained a credit thereby, the 
government’s officials had reason to believe that it would 


not also claim a credit for the same discounts in computing 
its tax for 1918. 


“In the case of Mahoning Investment Co. v. United States, 
78 C. Cls. 231, we discussed at some length the doctrine of 
equitable estoppel and quoted from Dickerson v. Colgrove, 
100 U. S. 578, 580, where it is said: “There is no rule more 
necessary to enforce good faith than that which compels 
a person to abstain from asserting claims which he has 
induced others to suppose he would not rely on.’ 


“See also Naumkeag Steam Cotton Co. v. United States, 
76 C. Cls. 687. 


“We think the rule laid down in these cases applies to 
the case at bar and that taxpayer is estopped from claiming 
the deduction or allowance which it seeks to have made and 
which would reduce its taxes for 1918. 


“It follows that taxpayer’s petition must be dismissed and 
it is so ordered.” 


Conclusion 


T SEEMS to have been definitely established 

that the basis of assets acquired by gift, devise 
or inheritance is not necessarily the valuation placed 
upon them for estate or gift tax purposes. If it 
can be clearly demonstrated that such assets had 
a greater actual value at date of acquisition, the 
greater value may be used for determination of tax 
able gain or deductible loss. The reverse would 
also hold, in all probability, if the Government could 
demonstrate that the assets were over-valued for 
estate or gift tax purposes. 


It will be noted that the courts and Board have 
not permitted income to escape taxation, except 
under rather unusual circumstances, and that the 
lines of reasoning in some of the decisions are not 
parallel by any means. 
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It seems certain, however, that a taxpayer may 
not be penalized for a prior innocent mistake which 
he has not attempted to conceal, camouflage or turn 
to his advantage. If it appears, however, that a tax- 
payer has been motivated by a desire or purpose to 
evade or avoid payment of tax, he is quite likely to 
be estopped from asserting his legal defense. 


It seems that a pleading under recoupment should 
be effective, if the Government should attempt to 
tax income upon which tax has already been paid. 
even though paid for the wrong year and for a year 
upon which the statute of limitations has run. In 
view of the decision of the Board in Heyl, 34 BTA 
223 (1936), it might be advantageous to pay the 
additional assessment under such circumstances and 
enter suit for refund in the Court of Claims. 


If the Government attempts to tax income in the 
wrong year, all relevant facts should be considered 
before deciding upon the pleadings to be employed. 
If the income has already been taxed or the tax- 
payer has a counter claim, a pleading of recoup- 
ment might be advantageous. If, however, the 
income has escaped taxation, the taxpayer must be 
prepared to present evidence to defeat a pleading 
of estoppel by the Government. If the Government 
has a counter claim, such as for an erroneous re- 
fund, the taxpayer must be prepared to defend against 

pleading of recoupment by the Government. 


The following extracts from opinions quoted 
herein may be helpful for rapid review: 


‘Recoupment is in the nature of a defense arising out ot 
some feature of the transaction upon which the (taxpay- 
er’s) action is grounded. Such a defense is never barred 
by the statute of limitations so long as the main action 
itself is timely: Bull, 295 U. S. 247 (1935); 

“The Government in this case pleaded estoppel. By so 
doing it drew upon itself the burden of establishing affirma- 
tively the facts in support thereof.” Crossett Lumber Com- 
pany, et al., v. United States, C. C. A. (8) (1937); 

“For the application of the doctrine of equitable estoppel 
there must be some intended deception in the conduct or 
declarations of the party to be estopped, or such gross 
negligence on his part as to amount to constructive fraud 
* * * The alleged misrepresentations must be concerning 
a material fact, as distinguished from a mere expression of 
opinion.” Ohio Brass Company v. Commissioner, 17 BTA 
1199 (1929); 

“T know of no case which holds that an estoppel, for 
which the government contends in this case, can be held 
to arise where the conduct on which it rests is the conduct 
of the party claiming the benefit of the estoppel * * *.” 
Gott v. Live Poultry Transit Co., cited in United States wv. 
S. F. Scott & Sons, Inc., 69 Fed. (2d) 728 (1934); 

‘The Government, therefore, cannot now fairly urge, as 
a ground for a judgment in its favor, that, if cannot 
collecta tax * * * (it) will receive no tax for the year 
1918 * * * as such a result will be due to a misrepre- 
sentation of the law and its own laches * * *.” United 
States v. S. F. Scott & Sons, Inc., 69 Fed. (2d) 728 (1934) 

“In the absence of fraud or at least of conscious decep- 
tion, Congress has fixed a period of time as a limit upon 
collectibility, and this may not give way to an elusive con- 
cept of fairness. * * * We may assume, in the absence 
of contrary evidence at least, that the Commissioner * * * 
did his ofticial duty and likewise ascertained (the facts). 
A mutual mistake of law is no foundation for estoppel. If 
it were, there would be just as much ground for the tax- 
payer to claim that the Government is estopped to change 
its position. * * * As a general proposition, estoppel 
does not support a belated assessment merely because the 
taxpayer has omitted the income from his earlier returns 
and the statute of limitations has barred the correct assess- 
ment. * * * The doctrine of estoppel is not to be con- 
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fused with that of election.” Sugar Creek Coal & Mining 
Co. v. Commissioner, 31 BTA 344 (1934); 


“Having represented under oath that she was a member 
of the partnership and the Government having accepted her 
representation and acted accordingly, she cannot be heard 
to deny that status after the time has passed for the Govern- 
ment to validly assess a tax against the estate.” Elnora C. 
Haag v. Commissioner, 59 Fed. (2d) 514 (1932); 

“We think * * * that limitation having now run 
against taxing it to Swartz, it is too late for him now to 
assert that he, and not his creature, whom for years he has 
induced the Gov ernment to accept as the owner, is the real 
owner of the income.” Edward G. Swartz, Inc. v. Commis- 


stoner, 69 Fed. (2d) 633 (1934) ; : 


“By failing to report such income, each in effect declared 
that no such income had. been received by him. * * * 
They are now precluded from asserting that a portion of 
the value of such stock was compensation for services. 
They are barred from doing so by their wrongful acts and 
omissions.” Bothwell and Darby v. Commissioner, 77 Ved. 


(2d) 35 (1935); 


op 


The contention that the taxpayer not having returned 
the payment as taxable income for the year 1925 is estopped 
from contending that the payment was taxable, if at all, 
in that year, is not a sound one.” A. G. Hull v. Commis- 
stoner, C. C. A. (4) (1937). 


Notes: 
Recoupment in general: 
Bull v. United States, 295 U. S. 247 (1935); 
Heyl, 34 BTA 223 (1937); 
Anderson, 12 BTA 1111 (1928); 
Noble, 12 BTA 1419 (1928); 
Crossett Lumber Company v. United States, C. C. A. (8) (1937); 
Stone et al., Trustecs v. White, S. Ct. (1937); 
U. S. ex rel. Girard Trust Co. Trustce v. Commissioner, S. Ct. 
(1937). 
Recoupment in favor of the taxpayer: 
Ernest M. Bull v. United States, 295 U. S. 247 (1935). 
Recoupment in cud ‘ot the Government: 
Crossett Lumber Company, ct al. v. United States, C. C. A. (8) 
1937); 
Stone et al., Trustecs v. White, S. Ct. (1937); 
U. S. ex rel. Girard Trust Co. v. Comm-ssioner, S. Ct. (1937). 
Estoppel in general: 
Taxpayer not estopped from claiming refund: 
C. B. Shaffer, et al. v. Commissioner, 29 BYA 1315 (1934): 
United States v. S. F. Scott & Sons, Inc., 69 Fed. (2d) 728 
(1934). 
Taxpayer estopped from claiming refund: 
Elnora C. Haag v. Commissioner, 59 Fed. (2d) 314 (1932); 
Ralston Purina Company v. United States, 58 Fed. (2d) 1065 





(1932); 

Edward G. Swartz, Inc. v. Commissioner, 69 Fed. (2d) 633 
(1934); 

Crossett Lumber Company, et al. v7. United States, C. C. A. 


(8) (1937). 

Taxpayer not estopped from claiming that income omitted through 
innocent mistake or mistake of law is not taxable in a subse 
quent year: 

Ohio Brass Company v. Commissioner, 17 BTA 1199 (1929); 

Sugar Creck Coal & Mining Company v. Commissioner, 31 
BTA 344 (1934); 

A. G. Hull v. Commissioner, C. C. A. (4) (1937). 

Year in which executors’ fees are taxable: 

Commissioner v. Richard M. Cadwalader, Jr., C. C. A. (3) 
(1937). 

Taxpayer estopped from claiming that income was taxable in 
prior year: 

Lichtenberger-Ferguson Company 
(1936). 

‘Taxpayer not estopped from claiming that basis of property is not 
dependent upon taxation of income received at acquisition: 

Income found to have arisen but escaped taxation: 

Harry Boulton v. Heiner, 3 Fed. Supp. 372 (1932); 
Commissioner v. Salvage, 56 S. Ct. 375 (1936); 
Commissioner v. Mary E. Yates, 86 Fed. (2d) 748 (1936). 

Taxpayer estopped from claiming that basis of property is affected 
by income received at acquisition but not taxed: 

D. C. Bothwell v. Commissioner, 77 Fed. (2d) 35 (1935); 
J. F. Darby v. Commissioner, 77 Fed. (2d) 35 (1935); 
E. R. Hawke v. Commissioner, 35 BTA 102 (1937). 

Taxpayer not estopped from claiming that basis of gift 
affected by innocent mistake of donor: 

Anna D. Jamieson v, United States, 10 Fed, Supp. 321 (1935). 

Taxpayer not estopped from claiming that basis is not Hite i 
upon value upon which estate tax was based: 

Sarah H. McConnell v. Commissioner, 29 BTA 32 (1932): 
Northport Shores, Inc. and Martha M. Hall v. Commissi 
31 BTA 1013 (1935). 

Taxpayer not estopped from claiming duplication of a deduction 
previously taken in the wrong year: 

Wobber Bros. v. Commissioner, 35 BTA 118 (1937); 
Lewis K. Walker v. Commissioner, 35 BTA 90 (1937). 

Taxpayer estopped from claiming duplication of a deduction pre 
viously taken in the wrong year: 

Stern Brothers v. United States, 8 Fed. Supp. 705 (1934); 


Giant Furniture Company v. United States, 9 Fed. Supp. 585 
(1935) 


a 


v. Welch, 14 Fed. Supp. 396 


is not 


, , 
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Federal Taxation of Stock Dividends 
When Received and Their Cost 
Basis When Sold 


(Continued from page 596.) 


4. The cost basis on the sale of preferred stock 
prior to January 1, 1932, on which a dividend has 
been paid in common stock, as in Koshland v. Helver- 
ing, is its actual cost (if acquired after February 28, 
1913), and such cost may not be reduced by appor- 
tioning it between the preferred and common stock, 
for the purpose of determining gain or loss; if sold 
subsequent to January 1, 1932, whether or not the 
cost basis must be reduced by the fair market value 
of the dividend stock when received, if tax-free, will 
depend upon the construction by the courts of Sec. 
113 (b) (1) (D) of the Revenue Acts of 1932, 1934, 
and 1936. 


5. Upon the sale of common stock received as a 
dividend on preferred stock, as in the Koshland case, 
or upon the sale of preferred stock received as a 
dividend on common stock, as in the Gowran case, 
if the Supreme Court holds that such dividends were 
taxable income prior to the passage of the Revenue 
Act of 1936, the cost basis (if acquired after Febru- 
ary 28, 1913) should be the fair market value at the 
date of the receipt of such dividends. If the Su- 
preme Court holds that such dividends, although in- 
come within the Sixteenth Amendment, were not 
taxable prior to the passage of the Revenue Act of 
1936, it is believed that the cost basis is likewise the 
fair market value at date of receipt. As stated under 
II (supra) the taxpayer contended in the Gowran 
case that the cost basis was the fair market value at 


date of receipt; the Government that the cost basis 
was zero. 


Note: Questions arising out of estoppel are beyond the scope of this 
article. 


The Present Menace of Taxation 


(Continued from page 586.) 
“ 


; when the law draws a line, the case is on one 
side of it or the other, and if on the safe side, is none the 
worse legally that a party has availed himself to the full 
of what the law permits.” 
In the recent case of Gregory v. Helvering, the Su 
preme Court unanimously declared that 

“The legal right of a taxpayer to decrease the amount 
of what would otherwise be his taxes, or altogether avoid 
them, by means which the law permits, cannot be doubted.” 

The matter may be summed up thus: Tf you have 
the choice of crossing a stream by using a free bridge 
or a toll bridge, are you to be condemned if you 
choose the free bridge in order to save the charge 
that is levied at the toll bridge? 


Tax-Conscious Public as Means of 
Meeting Present Menace of Taxation 
T HAS been observed that a people, in the long 


run, secures the kind of government that it 
deserves. Ways would have been found to balance 
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the budget, to eliminate governmental waste, ex- 
travagance, injudicious expenditures, and the mount- 
ing burden of inequitable taxation if the public did 
not appear to be so complacently indifferent. Rev- 
enue laws would have been enacted primarily to 
raise revenue rather than to attain social ends, de- 
sirable though some of them undoubtedly are, if the 
public were better informed. Indifference is due 
largely to ignorance, and it is the task of all of us 
to make the public tax-conscious and tax-minded. 
In no other way can the present menace of taxation 
be adequately met. How many of you have read, 
or having read, were sufficiently impressed by the 
admirable editorial in the May issue of “The Bul- 
letin” on “Invisible Taxation—The Ally of Govern- 
mental Extravagance”? Channing E. Sweitzer pointed 
out that last year, on purchases amounting to 52 
billions of dollars, we paid $8,122,000,000 in invisible 
and indirect taxes, or 15.6 cents out of every dollar 
so spent. I quote: 


“The growing tendency to levy more and more invisible 
taxes on daily needs and wants of the consumer is rife with 
danger, because it encourages governmental extravagance 
without taxpayers being conscious that they are paying 
the cost. In fact, it has been authoritatively stated that 
there are more indirect taxes on all taxpayers, large and 
small, than ever before in the history of the nation; and 
this despite the drastic upward trends in all forms of 
direct taxation. 


“Experience has shown that excessive and oppressive tax- 
ation can only bring ruin in its wake; and the burden of 
invisible taxes paid by the American people today is rapidly 
approaching alarming proportions.” 


It is essential for the well-being of the nation that 
the public should appreciate the significance of un- 
balanced budgets, depressive taxation, and mounting 
debts. Hidden indirect taxes must be disclosed. 
Every consumer must become consciously aware of 
the extent to which he personally suffers because of 
unnecessary, burdensome, and inequitable taxation. 
Our experience with state and federal legislatures 
justifies the conclusion that remedial laws will not 
result from considered protests and reasoned briefs 
prepared and presented by economists, tax experts, 
bar associations, chambers of commerce, and _ busi- 
ness groups. The only sure way of causing legisla- 
tors to treat the public exchequer as they do their 
private funds is to have them made aware of the 
temper of their constituency through protests from 
the voters. In this task of enlightening the voters 
your own legislative experiences in tax matters 
should prove helpful and constructive. Such veterans 
in the service as Clark of Detroit, Iglauer of Cleve- 
land, Katz of New York, and Young of Washington, 
who year in and year out try to mould legislation 
to the public need, will find their efforts more effec- 
tive when they shift their appeal to the people. The 
present menace of taxation and its concomitant evils 
can be so stated as to appeal to the man in the street, 
and when the average voter becomes fully awakened 
to the danger, he will become articulate, and the 
legislator will be bound to accede to popular demand. 
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Significant Decisions of the 


Board of Tax Appeals 


Assessment—Request for Promptness_ Insufficient— 
Creditor’s Sale—Basis of Assets—Amended Capital Stock 
Tax Return Accepted.—(1) Petitioner, a corporation, in 
making its return placed a notation thereon asking prompt 
assessment, but which failed to give the information 
specifically cailed for in such notice under section 275 of 
the Revenue Act of 1928. Subsequently, in letters to the 
collector and the Commissioner, petitioner called atten- 
tion to the request made but in no instance gave the re- 
quired information. It is held that neither the notation on 
the return nor any subsequent letter constituted a suffi- 
cient notice under the cited section to set in motion the 
limitation of one year on assessment and collection pro- 
vided by that section. 


(2) In 1932, three general creditors of a bankrupt cor- 
poration jointly purchased its assets at receiver’s sale for 
cash and assumption of a mortgage thereon, organized 
petitioner corporation and conveyed the assets to it in 
return for all of its capital stock issued to them in propor- 
tion to their individual interests in the property. Peti- 
tioner, in the following year, sold the acquired assets for 
an amount in excess of the cost thereof, at the sale in 
bankruptcy, to its three organizers, but less than the sum 
of such cost plus the unsatisfied balance of the allowed 
claims of these three against the bankrupt estate after re- 
ceipt of a dividend distributed by the receiver from the 
proceeds of the sale in bankruptcy. It is held that peti- 
tioner realized a taxable gain on the sale as its cost 
basis is the same as that of the three organizers, or the 
amount paid by the latter for the assets at the sale in 
bankruptcy. 


(3) [From the opinion:] “One of the deficiencies deter- 
mined by the respondent is for excess profits tax in the 
sum of $1,183.04. Upon the hearing it was admitted by 
counsel that subsequent to the determination of this de- 
ficiency the petitioner had filed an amended capital stock 
return upon which it had declared a value and paid a 
tax, and that this would require a recomputation of excess 
profits taxes. The necessary correction in the excess 
profits tax determination should be made in the recom- 
putation of the deficiency.”—Beverly Wall Paper Co. v. 
Commissioner, Decision 9721 [CCH]; Docket 82698. 36 
BTA —, No. 57. 


Assessment — Statute of Limitations — Non-fraudulent 
Deficiency.—(1) During 1929, the president of the peti- 
tioner corporation, by means of fictitious corporate pur- 
chases, wrongfully took from the corporation and converted 
to his own use the sum of $76,939.63. Petitioner has never 
received anything for such purchases nor has it been 
compensated in any way, by note, promise, or otherwise, 
for such wrongful conversions. The president of peti- 
tioner, duly authorized to do so, filed petitioner’s income 
tax return for 1929, in which the fictitious purchases were 
reflected, thus decreasing petitioner’s taxable income. 
More than two years thereafter, respondent determined 
a deficiency resulting from his increase of petitioner’s tax- 
able income by the amount of the fictitious purchases, and 
his disallowance of petitioner’s deduction, in its return, of 
$500 paid the Commonwealth of Pennsylvania as a bonus 
for an increased stock issue. Respondent also imposed a 
fraud penalty. It is held that the petitioner’s return for 
1929 was false and was filed with the intent to evade tax. 
The assessment of a deficiency is, therefore, not barred. 
Revenue Act of 1928, secs. 275 and 276. 


(2) Petitioner is entitled to a deductible loss in 1929 in 
the amount embezzled by its president. 


(3) Since no part of the deficiency, as redetermined, 
results from “fraud with intent to evade tax,” no basis 
for the imposition of any fraud penalty exists, and the ac- 
tion of respondent in imposing such penalty is reversed. 
—Summerill Tubing Co. v. Commissioner, Decision 9720 
[CCH]; Docket 74070. 36 BTA —, No. 56. 


Bond Premiums—Deductions—Acquisition of Subsidi- 
aries’ Assets.—In 1930 the petitioner paid premiums of 
$68,052.50 in the redemption of its subsidiaries’ bonds, 
the payment of which it assumed upon the transfer to it 
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by the subsidiaries of their properties. It is held that the 
petitioner is entitled to deduct the premiums so _ paid. 
Prior opinion in this proceeding (33 BTA 1199) modified. 
Metropolitan Edison Co., 35 BTA 1110 followed.—Coas! 
Counties Gas and Electric Co. v. Commissioner, Decision 
9727 [CCH]; Docket 69843. 36 BTA —, No. 63. 


Composition with Creditors—Gain—Taxable in Part.— 
The petitioner was insolvent but under a composition with 
creditors in 1933 received from them a cancellation of 
their claims, after which the petitioner was solvent with 
net assets of $39,596.93 over and above all liabilities to 
creditors. It is held that the petitioner realized gain in. 


the amount of the assets thereby freed from claims of 
creditors. 


Sternhagen concurs, with, opinion to the effect that the 
rationale of United States v. Kirby Lumber Co., 284 U.S. 1, 
is controlling, and that that case overruled both Meyer 
Jewelry Co., 3 BTA 1319, and Burnet v. Campbell, 50 Fed. 
(2d) 487. Further, that he is not in agreement with the 
reasoning in Dallas Transfer & Terminal Co. v. Com., 70 
Fed. (2d) 95. Murdock agrees with this concurrence. 


Morris dissents, with opinion to the effect that the 
Dallas case is controlling —Lakeland Grocery Co. v. Com- 


missioner, Decision 9707 [CCH]; Docket 83392. 36 BTA 
—, No. 44. 


Corporate Liquidation — Stock Loss — Deductibility. — 
Petitioner, who was a stockholder of the Lackawanna 
Securities Co., which was in liquidation in 1932, surren- 
dered his stock in that corporation in that year and 
received in exchange therefor bonds of the Glen Alden 
Coal Co. and a “liquidation” certificate entitling him to 
receive a proportionate share in the final liquidation dis- 
tribution, if any, of the company’s assets. The fair market 
value of the bonds at the date of receipt is stipulated. 
The liquidation certificate had a value of 20 cents per 
share of Lackawanna Securities Co. stock covered thereby. 
Final payment on the liquidation certificate was made in 
1934. It is held that the petitioner sustained a deductible 
loss on his investment in Lackawanna Securities Co. in 
1932.—Beekman Winthrop v. Commissioner, Decision 9712 
[CCH]; Docket 79850. 36 BTA —, No. 49. 


Corporate Reorganization—Liquidation Plan—No Gain 
Recognized.—Corporation A carried out a reorganization 
with Corporation B organized to acquire part of A’s 
assets. This was a reorganization under section 112 (i) 
(1) (B) of the 1928 Act. The reorganization was part of 
a plan to liquidate. Two distributions to A’s stockholders 
were made; first, a distribution of the stock of B to A’s 
stockholders without their surrender of stock in A; sec- 
ond, a distribution of remaining assets of A for sur- 
render of stock in A. It is held that the two distributions 
constituted two separate transactions and may not be 
regarded as one transaction in view of the facts. [From 
the opinion:] “The distributions were carried out as 
separate transactions and each transaction specifically 
falls within separate sections of the statute. We see no 
compelling reason for disregarding what was actually 
done when it was apparently done in good faith for the 
purpose of obtaining the benefits clearly conferred by 
the separate provisions of the statute. We find no au- 
thority for holding that section 112 (g) is not applicable 
where a reorganization is part of a plan of liquidation.” 
Tt is further held that in determining the gain or loss on 
stock in A, section 115 (c), as limited by section 112, ap- 
plies. Gross v. Com., 88 Fed. (2d) 567, followed.—North 
American Utility Securities Corp. v. Commissioner. Armin 
A. Schlesinger v. Commissioner. Kathleen M. Schlesinger v. 
Commissioner. Mabel B. Smithers v. Commissioner, Deci- 
sion 9713 [CCH]; Dockets 75039, 75960, 75961, 75900. 36 
BTA —, No. 50. 


Corporation Acquiring Own Bonds—Gain Taxable.— 
Where a corporation acquired its own bonds in 1932 at 
a price less than the issuing price, although it did not 
make the purchase with the intention of retiring the 
bonds, the amount of excess of the issuing price over the 
acquisition price constitutes taxable gain. 

Leech dissents, with opinion to the effect that no taxable 
gain was realized by the taxpayer since it did not then 
intend nor has it since intended to cancel or retire the 
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bonds purchased.—Transylvania Railroad Co. v. Commis- 
sioner, Decision 9716 [CCH]; Docket 79517. 36 BTA —, 
No. 53. 


Deductions—Operating Losses.—(1) The prior years’ 
operating losses of petitioner’s subsidiaries were availed 
of to reduce the taxable income reported in consolidated 
returns filed by the affiliated group. 

The petitioner in 1927 sold shares of stock of a sub- 
sidiary corporation at an amount less than the cost of 
such shares but greater than the cost reduced by the 
prior years’ operating losses of the subsidiary. It is held 
that the transaction resulted in neither a deductible loss 
nor a taxable gain to the petitioner. 

The prior years’ operating losses of the subsidiary are 
to be applied as a limitation upon the deduction allowable 
to the parent company, but do not reduce the cost basis 
of the subsidiary stock for the purpose of determining 
a taxable gain to the parent company. 

Such limitation on the deduction allowable to the par- 
ent company applies regardless of whether consolidated 
returns were correctly filed for the prior years. 

(2) The petitioner during 1927 and 1928 imported 
matches which it sold in the United States at a price below 
the importation cost and charged the difference between 
cost and selling price to certain foreign interests with 
which it dealt. These amounts were carried in peti- 
tioner’s books as bills receivable for several years and 
were finally paid in full. It is held that the petitioner 
sustained no losses from its match transactions in 1927 
and 1928. 

(3) Deductions for amortization of patents are deter- 
mined on the basis of the cost of the patents spread 
ratably over their life, petitioner’s claim for additional 
obsolescence being denied for lack of evidence. 

(4) Petitioner credited capital surplus with the differ- 
ence between the book value of assets transferred and 
the par value of its own stock received therefor. Where 
the Commissioner failed to sustain the burden of proof as 
to the market value of the stock at the time of its re- 
demption (or when issued), it is held that petitioner 
realized no taxable gain from the redemption of its shares. 

Jordahl & Co., Inc. v. Commissioner, Decision 9659 
[CCH]; Docket No. 59581, 35 BTA —, No. 148. 


Deductions Allowed—Parent Corporation’s Retirement 
of Subsidiary’s Bonds.—Petitioner in 1927 acquired all the 
assets of its wholly owned subsidiary in consideration of 
the delivery to it of all the subsidiary’s capital stock and 
the assumption by it of all of the subsidiary’s indebted- 
ness. This was done under a Pennsylvania statute some- 
times referred to as permitting a “short form of merger.” 
It is held that the acquisition by petitioner of the assets 
of its subsidiary under the statute was a purchase and not 
a merger. Petitioner in 1928 retired bonds issued by 
its former subsidiary, and deducted from its gross income 
(a) the unamortized discount and expense incurred in the 
issuance of such bonds and (b) the premium paid by it 
in the retirement of such bonds. It is held, ‘following 
Vetropolitan Edison Co., 35 BTA 10, that the premium paid 
in 1928 by petitioner is deductible from its gross income 
hut the unamortized discount and expenses are not.— 
Pennsylvania ater & Power Co. v. Commissioner, Decision 
9743 [CCH]; Docket 56720. 36 BTA —, No. 79. 


Depreciation—Reasonable Allowance.—(1) The Com- 
inissioner’s determination of a reasonable allowance for 
depreciation of a variety of rolling equipment acquired 
new and secondhand is not overcome by evidence of a 
variety of methods adopted by the taxpayer acting upon 
the judgment of its superintendent, there being no evi- 
dence that such judgment was supported by actual per- 
formance and it appears that the method adopted was not 
strictly followed by the taxpayer. 

(2) The Commissioner’s composite rate of depreciation 
based upon an average life for a variety of items is not 
overcome by picking out some items with a shorter life 
than the average.—Southern California Freight Lines, Ltd. 


v. Commissioner, Decision 9715 [CCH]; Docket 82255. 36 
BTA —, No. 52. 
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Estate Tax—Charitable Bequests Not Includible in 
Gross Estate—Where prior to the joint resolution of 
Congress adopted March 3, 1931, amending section 302 (c) 
of the Revenue Act of 1926, bonds were transferred as 
a gift, the donor retaining the income therefrom for life, 
the value of such bonds is not includible in the donor’s 
gross estate within the meaning of section 803 of the 
Revenue Act of 1932. Dwight IVhiting et al., Trustees, 
35 BTA 100. 

In a will the decedent made certain bequests to charity 
which were approved and ordered paid out of decedent’s 
estate by a court of competent jurisdiction in the State 
of Georgia. It is held that such charitable bequests are 
not includible in decedent’s gross estate——First National 
Bank of Atlanta and Mrs. Madeline IV’. Hebert, Exrs., Es- 
tate of Paul Octave Hebert, Deceased v. Commissioner, Deci- 
sion 9747 [CCH]; Docket 83238. 36 BTA —, No. 83. 


Estate Tax—Corpus of Trust Transferred Before Tax- 
ing Act—Not Includible in Donor’s Estate-—On April 23, 
1929, petitioner’s decedent created an irrevocable trust, 
which was to continue during the lives of the donor’s 
daughter and grandson. By the terms of the trust instru- 
ment the net income was to be paid in quarterly install- 
ments of equal amounts to the donor and his wife, and 
upon the death of either all the net income was to be 
paid to the survivor; thereafter in equal shares to the 
donor’s daughter and grandson, with remainder over to 
designated persons, except that upon termination of the 
trust, the principal should revert to the donor and his 
wife, or to the survivor, if then living. It is held that the 
transfer under the trust instrument was not intended to 
take effect in possession or enjoyment at or after the 
donor’s death (October 30, 1931), and the value of the 
transferred property is not includible in decedent’s gross 
estate under section 302 (c), Revenue Act of 1926, prior 
to amendment. May v. Heiner, 281 U. S. 238. It is held, 
further, that since the transfer was completed prior to the 
cffective dates of the amendments to section 302 (c), 
embodied in Joint Resolution No. 131 of March 3, 1931, 
and in section 803 (a), Revenue Act of 1932, such amend- 
ments have no application in this case. Nichols v. Coolidge, 
274 U.-S. 531.—Jeanette FE. Rushmore, Exrx., Estate of 
Charles E. Rushmore, Deceased v. Commissioner, Decision 
9745 [CCH]; Docket 77164. 36 BTA —., No. 8&1. 


Gain from Involuntary Conversion—Statutory Require- 
ments as to Replacement Fund Not Met.—Petitioner 
realized a profit from the insurance on its building which 
was destroyed by fire in 1932. On receipt of the insur- 
ance, part of the money was invested in bonds and kept 
su invested until replacement of the building in 1936; a 
reserve was set up on the books in the amount of the 
profit realized. It is held that there was no replacement 
“forthwith” within the meaning of section 112 (f), Rev- 
enue Act of 1932; it is held, further, that the investment 
in bonds and setting up of a reserve did not constitute 
the establishment of a replacement fund, and that the gain 
realized is subject to tax—M. J. Caldebeck Corporation v. 
Commissioner, Decision 9740 [CCH]; Docket 82120. 36 
BTA —, No. 76. 

Husband and Wife — Divorce —Income Taxability. - 
Where a husband created a trust in 1928, the income of 
which was payable to his wife during her life, the income 
therefrom in 1932 is not taxable to the husband although 
his wife had instituted divorce proceedings prior to the 
creation of the trust and absolute divorce was granted to 
her subsequent to the creation of the trust, since no 
obligation on the part of the husband existed under the 
laws of Pennsylvania to support his former wife after an 
absolute divorce.—Henry Oliver Rea v. Commissioner, Deci- 
sion 9658 [CCH]; Docket 80265. 35 BTA —, No. 147. 


Husband and Wife—Divorce and Remarriage—Trust 
Income—Taxability.—Income from a trust paid in 1931 to 
a divorced and remarried wife is held taxable to the 
husband who created the trust, under the terms of the 
trust agreement, even though, in the absence of such 
agreement, his obligation to support and maintain his 
wife would have been terminated under the law of Penn 
sylvania, by her divorce and her remarriage.—Robert 
Glendinning and Edna M. Welsh, Exrs., Estate of Charles 
M. Welsh, Deceased, v. Commissioner, Decision 9746 
[CCH]; Docket 81585. 36 BTA —, No. 82. 
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Husband and Wife—Partnership—Income Taxability— 
Stock Loss Deduction.—(1) Where husband and wife, 
residents of Pennsylvania, entered into a_ partnership 
agreement to carry on a business theretofore owned and 
carried on by the husband, the contribution of the wife 
being made by a charge to the husband’s account ($100,000) 
and a credit to the wife’s account set up on the books 
of the business, and the wife asserted ownership of such 
interest in the business by placing it in trust and later 
assigning a part thereof to her daughters, it is held that 
the husband made an irrevocable gift of an interest in 
the business to his wife and a partnership relationship 
existed thereafter, since she became a co-owner in such 
business as required by the laws of Pennsylvania. It is 
held, further, that the share of the wife in the profits of 
the partnership did not constitute taxable income of the 
husband in 1932 to 1934. 

(2) Where stock became worthless in 1933 prior to 
sale in that year made merely to establish a deductible 
loss, it is held that cost of stock is deductible as ordinary 
loss, sale of worthless stock being necessarily fictitious. — 
Walter IW. Moyer v. Commissioner, Decision 9660 [CCH]; 
Dockets 82588, 87119, 35 BTA —, ‘No. 150. 


Husband and Wife—Securities Transactions—Loss—De- 
ductibility—Where a husband sold securities through a 
broker at the market price to his wife, and she sold other 
securities through the same broker at the market price to 
her husband; each spouse having ample funds in his own 
name to pay for the securities so purchased; each spouse 
having a separate account with the broker; each spouse 
maintaining separate books of account and the sales in 
each case being conducted in the usual manner; there 
being no agreement for return of purchase price, for re- 
purchase or reacquisition, and there being actually no 
reacquisition of any such securities by either purchaser, 
the sales are held to have been bona fide, and losses 
resulting therefrom were properly deductible—John E. 
Zimmerman v. Commisstoner. Sarah A. F. Zimmerman vw. 
Commissioner, Decision 9707 [CCH]; Docket 83392. 36 
BTA —, No. 44. 


Improvements by Lessee—Lessor’s Gain Determined.— 
Where a lessee, in 1928, made substantial improvements 
in a leased building, with the consent of the lessor and 
pursuant to the terms of the lease, and such improvements 
became at once the property of the lessor, it is held that 
(1) the increased value of the property constituted gain 
to the lessor; (2) it was proper for the Commissioner 
to estimate the depreciated value of the improvements, 
as of the termination of the lease, and determine a de- 
ficiency in income for the taxable year 1933 in the amount 
of an aliquot part of that value. The Board, in answer- 
ing taxpayer’s contention that no income was realized (on 
the authority of Hewitt Realty Co. v. Commissioner, 76 Fed. 
(2d) 880, in which the Circuit Court of Appeals for the 
Second Circuit, reversing the Board, 29 BTA 1205, re- 
jected the Commissioner’s method of determining realiza- 
tion of income, as constitutionally unsound), states: 


In the recent case of Emma C. Morphy, supra [35 BTA 289; Dec. 
9552], we gave careful consideration to the decision in Hewitt Realty 
Co. v. Commissioner, supra, and, relying upon the cases of Miller v 
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Gearin, 258 Fed. 225, and Cryan v. Wardell, 263 Fed. 248, came to 
the conclusion that, since no other court had adopted the theory of 
the Hewitt Realty Co. case, we should adhere to our former_opinion 
and again sustain the validity of the contested regulations [Reg. 74, 
Art. 63]. See also United States v. Boston & Providence Railroad 
Corporation, 37 Fed. (2d) 670. Pursuant to that conclusion we sustain 
the Commissioner here. 

—Julia Willms Sloan v. Commissioner, Decision 9725 
|CCH]; Docket 84886. 36 BTA —, No. 61. 


Income—Trusts for Grantor’s Wife and Children—Non- 
taxability of Grantor.—Income received in 1934 on corpo- 
rate shares held by four irrevocable trusts created by 
petitioner in 1933, of each of which petitioner’s wife and 
three minor children were respective beneficiaries, was 
not taxable to petitioner in 1934, none of such income in 
that year having been used for the support and mainte- 
nance of the beneficiaries or in discharge of any other of 
petitioner’s obligations.—E. E. Black v. Commissioner, Deci- 
sion 9719 [CCH]; Docket 86961. 36 BTA —, No. 55. 

Income of Trust Taxable to Grantor—Powers of Re- 
vocation and Amendment Reserved.—Petitioner created 
two trusts. In each, he reserved the right to remove and 
substitute himself or others as trustee, and the power to 
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control the trustee as to investment of the corpus. Each 
trust agreement provided that the trustee might loan 
money to petitioner’s estate without security or invest the 
corpus in any way without liability for loss if it had first 
secured his approval. Petitioner’s father, who was a 
possible beneficiary in case petitioner died without direct 
descendants, was granted the right to amend the trust at 
any time and change its beneficial interests. The income 
of both trusts was accumulated during the year 1934 and, 
during that year, petitioner possessed the right, after the 
death of his father and after a certain date, to revoke or 
amend both trusts. In the case of the first trust he could, 
by such revocation or amendment, repossess the corpus 
and accumulated income. In the case of the other he 
might repossess the corpus but could not vest title in him- 
self to the accumulated income but could control its dis- 
tribution to others or its application in payment of 
premiums on insurance upon his life. Petitioner’s rights 
of revocation and amendment reserved were, during the 
tax year, subject to extinguishment through exercise by 
his father of the right of amendment granted to him. 
That right of the father was not exercised. It is held 
(1) that under section 166 of the Revenue Act of 1934, 
the income of each trust for that year is taxable to peti- 
tioner since, during that year, he was vested with the 
right, at some future time, to revest, in himself, the 
corpus of each trust; (2) since, in both trusts, petitioner 
retained “the substance of enjoyment” of the trust prop- 
erty, the income from both trusts is taxable to him. (This 
opinion vacates and is substituted for 35 BTA —, No. 151.) 


Disney concurs only in the result.—IVarren H. Corning 
v. Commissioner, Decision 9709 [CCH]; Docket 86898. 36 
BTA —, No. 46. 


Loss—Cash Sale on Exchange—Cash sale on Exchange 
in 1931 establishes loss in that year even though borrowed 
shares were delivered to purchaser, and seller (taxpayer) 
did not deliver his shares to his broker until 1932. Mott, 
35 BTA 195, Dec. 9537, followed.—C. R. Dashiell v. Com- 
missioner, Decision 9711 [CCH]; Docket 75056. 36 BTA 
—, No. 48. 


Loss Denied—Sale of Stock to Trust.—Percy C. Madeira 
created a trust for the benefit of his wife and children. 
The trust instrument contained a provision purporting 
to grant the trustees (sons of the grantor) absolute discre- 
tion in the investment of its corpus. Immediately after 
the trust was created, the only asset (cash) of the trust 
was almost entirely used in the purchase of certain stock 
from the grantor who thereby claimed an alleged loss. 
It is held that the sale was not bona fide and that the 
determination of the respondent, to the effect that the 
transaction was a gift of and not a sale of stock, and 
therefore no deductible loss occurred, is sustained.—Percy 
C. Madeira, and His Wife, Elise D. Madeira v. Commissioner, 
Decision 9741 [CCH]; Docket 82512. 36 BTA —, No. 77. 


Loss on Stock—Deductibility—Deductible stock loss 
was sustained in 1932, vear of corporate liquidation, al- 
though final distribution in nominal amount was not made 
until 1934. Petitioner, who was a stockholder of the 
Lackawanna Securities Co., which was in liquidation in 
1932, surrendered his stock in that corporation in that 
year and received in exchange therefor bonds of the Glen 
Alden Coal Co. and a “liquidation” certificate entitling 
him to receive a proportionate share in the final liquida- 
tion distribution, if any, of the company’s assets. The 
fair market value of the bonds at the date of receipt is 
stipulated. The liquidation certificate had a value of 20 
cents per share of Lackawanna Securities Co. stock cov- 
ered thereby. Final payment on the liquidation certificate 
was made in 1934. It is held that the petitioner sustained 
a deductible loss on his investment in Lackawanna Se- 
curities -Co. in 1932.—Beekman Winthrop v. Commissioner, 
Decision 9712 [CCH]; Docket 79850. 36 BTA —, No. 49. 


Mineral Depletion— Embezzlement Loss Rectified — 
Non-deduction as Net Loss.—(1) During the period of 
development of petitioner’s mine, one of its officers 
embezzled or misappropriated funds belonging to peti- 
tioner. It is held that the amount so embezzled or 
misappropriated may not, for tax purposes, be capitalized 
as development costs, recoverable through deductions for 
depletion. 
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(2) During the development period, prior to the taxable 
years (1928, 1929), petitioner exchanged valid shares of 
its stock for unauthorized shares fraudulently issued by 
one of its officers, and thereby sustained a loss. It is 
held that the amount of such loss is not allowable as a 
statutory net loss, nor may such loss be capitalized as 
development cost recoverable through deductions for 
depletion. 

(3) The amount allowable on account of depreciation 
sustained on petitioner’s equipment for the period prior 
to the beginning of active production, not being attribut- 
able to the operation of a trade or business regularly 
carried on, is not a statutory net loss, but such amount 
inay properly be capitalized as development cost to be 
recovered through deductions for depletion—New Quincy 
Mining Co. v. Commissioner, Decision 9726 [CCH]; Docket 
56331. 36 BTA —, No. 62. 

Net Loss—Prior Law.—Petitioner, whose business was 
the buying and selling of securities, in 1927 bought a 
block of shares of a certain company and later, the com- 
pany having gotten into financial difficulty, made other 
large purchases and took over control and management 
of the company, advanced funds to the company, and 
guaranteed its accounts. In 1928 he liquidated the com- 
pany and exchanged its assets for stock in a second com- 
pany which he organized. No sales of the stock of either 
company were ever made by petitioner. Petitioner also 
advanced funds to the second company in exchange for 
stock, guaranteed its accounts and took out a large insur- 
ance policy on his life for the benefit of the company. 
In 1929 the second company was liquidated at a loss of 
more than a million dollars. It is held that petitioner 
is not entitled to carry forward to 1930 as a net loss the 
unabsorbed part of his 1929 loss, the loss not having oc- 
curred in a trade or business regularly carried on by tax- 
payer.—Julius F. Holmes v. Commissioner, Decision 9742 
[CCH]; Docket 71345. 36 BTA —, No. 78. 





Rulings of the Bureau 
of Internal Revenue 
AAA Taxes—Refunds.—A claim for the refund of 


processing tax with respect to rice, where liability for 
such tax was satisfied by the surrender of tax-payment 
warrants, is not a claim for an “amount paid as tax” 
within the meaning of Title VII of the Revenue Act of 
1936 and is, therefore, not allowable—G. C. M. 18883, 
X V 1-36-8909 (p. 16). 

Capital Gains and Losses—Determination of Period for 
Which Capital Assets Are Held.—In determining the 
percentage of the capital gain realized by A on the sale of 
a patent in 1936 to be reported for taxation under sec- 
tion 117 of the Revenue Act of 1936, the date on which 
letters patent were issued to A should be used as the 
beginning of the period for which the patent was held. 
—I. T. 3112, XVI1-36-8904 (p. 3). 

Credit Incorrect—Redetermination of Tax.—The two- 
year limitation upon assessment prescribed by section 
275 (a) of the Revenue Act of 1928 is not applicable to 
assessment of additional tax based upon a refund of for- 
cign taxes for which credit has been taken against do- 
mestic taxes under section 131 (a) 1 of the Revenue Act 
of 1928.—G. C. M. 18801, X VI-34-8886 (p. 5). 

Deductions from Gross Income—Contributions to Un- 
employment Compensation Funds.—Contributions made 
by employees to the Alabama unemployment compensa- 
tion fund are deductible as taxes for federal income tax 
purposes.—I. T. 3111, XVI-36-8903 (p. 2). 

Deductions from Gross Income—Motor Fuel .Taxes.— 
‘The motor fuel tax imposed by the State of Illinois under 
the provisions of H. B. No. 608, approved June 21, 1935 
(chapter 95a, paragraphs 79 to 98, Illinois Revised Stat- 
utes, 1935), is deductible as a tax in the income tax return 
of the consumer who pays it and to whom it is not re- 
funded.—I. T. 3109, XVI-35-8893 (p. 2). 

Deductions from Gross Income—Taxes Generally.— The 
gross receipts tax imposed by No. 29, Local Laws of the 
City of New York, 1936, for the year ended June 30, 1937, 
accrued on July 1, 1936, in the case of a corporation 
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engaged in trade or business on that date—TI. T. 3107, 
XVI-34-8884 (p. 2). 


Exclusion from Gross Income—Earnings of Foreign 
Ships.—Finland does not satisfy the equivalent exemption 
requirements of section 212 (b) of the Revenue Act of 
1936 and corresponding provisions of prior Revenue Acts. 


—l. T. 3108, VXI-34-8885 (p. 2). 


Gain or Loss—Recognition—Foreign Corporations.— 
The requirement contained in section 112 (i) of the Rev- 
enue Act of 1934 that, in determining the extent to which 
gain shall be recognized in the case of certain exchanges, 
“a foreign corporation shall not be considered as a cor- 
poration unless, prior to such exchange, it has established 
to the satisfaction of the Commissioner that such exchange 
is not in pursuance of a plan having as one of its prin- 
cipal purposes the avoidance of federal income taxes,” is 
applicable to the exchange as of June 1, 1936, of assets of 
the N Corporation, a foreign corporation, solely for the 
voting stock of the M Corporation, also a foreign cor- 


poration—G. C. M. 18399, XVI-35-8894 (p. 2). 


Trust Income—Grantor’s Taxability— * * * Where 
trusts were not revocable “during the taxable year” 1933 
the trust income for that year was not taxable to the 
grantor under section 166 of the Revenue Act of 1932. 
(See G. C. M. 11640, C. B. XII-1, 144 (1933) and cases 
cited therein). However, since the phrase “during the 
taxable year” does not appear in section 166 of the Rev- 
enue Act of 1934, it is held that the income from the 
trusts for the period January 1 to April —, 1934 (the 
date on which the trusts became revocable) is taxable to 
the grantor under the Revenue Act of 1934. * * * 

* * * In cases where the trust income, or at least 
part of it, might, in the discretion of the trustees, have 
been used to support the minor children of the grantor 
there should be taxed to the grantor only so much of 
the trust income as is actually distributed for the support 
and maintenance of the beneficiaries whom the grantor 
is legally obligated to support. The fact that the trust 
income may be distributed for the support of such persons 
(but actually is not) does not make such income subject 
to distribution to the grantor within the meaning of 
section 167 of the Revenue Acts here involved. 

The opinion in E. E. Black v. Commissioner, promulgated 
by the Board of Tax Appeals on July 20, 1937 (36 BTA 
—, No. 55) correctly states the rule. In that case the 
trust instruments provided with respect to minor children 
that the trustees in their sole discretion could pay all or 
none of the income arising from the respective trusts for 
the education, maintenance and support of the children. 
Any of the income not paid for the benefit of the children 
was to be added to the trust corpus. * * * 

Consequently, it is held that none of the income of the 
trusts in the instant case is taxable to the grantor under 
section 167 of the Revenue Acts of 1932 and 1934, since 
no part of the income was distributed or used for the 
support and maintenance of the beneficiaries——G. C. M. 
18972, XVI-33, 8882 (p. 6). 


Withholding of Tax at the Source.—Where a foreign 
corporation or a nonresident alien individual operates 
business real property in the United States for the purpose 
of profit, whether through an agent or otherwise, such 
activities constitute engaging in trade or business within 
the United States. In the case of a foreign corporation 
so engaged in trade or business within the United States, 
the income is not subject to withholding, and the corpora- 
tion is taxable at the rate of 22 per cent on its net income, 
provided a return is filed as required by the Act; otherwise 
the tax is based on gross income. A nonresident alien 
individual who owns or operates an apartment house or 
office building for the purpose of gain or profit is engage 
in trade or business within the United States but the 
rental income is subject to withholding. Such individual 
may receive the benefit of the deductions to which he is 
entitled in connection with the operation of the building 
provided he files a true and accurate return of his income 
from all sources within the United States. As indicated 
above, however, the mere ownership of real property 1 
the United States by a nonresident alien individual 01 
foreign corporation does not in itself constitute engaginy 
in trade or business within this country.—G. C. M. 18835, 


XVI-33-8875 (p. 2). 
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The Revenue Act of 1937—Some 
Interpretative Problems 
(Continued from page 572.) 


Let us assume some of the “accruees” are on the cash 
basis and some on the accrual, can divisibility be 
effected so as to narrow the band of disallowance? 
And if there be a disallowance, does that mean the 
deduction is forever denied, though the item is later 
paid and included in the recipient’s income? 


How does the amortization of discount on bonds 
stand under the new provision? Is it an interest 
accrual? If so, the deduction is bound to go up the 
flue, as, normally, the discount is not actually paid 
until the bonds themselves are paid off. Also, what 
will be the status of commissions on long term leases 
deductible on an amortization basis (presumably 
under sec. 23(a)), or the type of payments such as 
were involved in Burnet v. Logan, 283 U. S. 404, 
where the items in the first instance are applied 
against the basis of the recipient. Does the rule 
begin to work only after the basis is completely 
liquidated, and collections thereafter all represent 
income, or does it work ab initio? 


“Payment” presumably includes constructive pay- 
ment. We are thus likely to see a reversal of form, 
with taxpayers contending that items were construc- 
tively paid to them and the government resisting 
(if the disallowance to the accruor means more than 
the additional tax to the accruee), where, heretofore, 
the parties might have subconsciously allied them- 
selves to opposite positions. 

All in all, some interesting times are ahead. Tar- 
ticipants in the administrative and interpretative 
nexus are hardly likely to enjoy peace and leisure 
at the hands of the Revenue Act of 1937. 





Mortgage Foreclosure and 
Income Taxes 
(Continued from page 582.) 


The non-recognition provisions do not apply to 
bad debts. That seems to leave the way open for the 
deduction of losses on corporate bonds in foreclosure 
reorganizations as partial bad debts, but the Board of 
Tax Appeals has held otherwise.”® If, however, the 
taxpayer has charged off a portion of the value of cor- 
porate bonds as partially worthless, his right to 
deduct that amount is not affected by the fact that 
in a later year he exchanged the bonds for other 
securities in connection with a _ reorganization.*° 
There is nothing in the statute which prevents the 
partial charge off of the securities in the new corpo- 
ration, if they are debts, to the extent that their 
worthlessness can be proved. The Board has 
evinced a reluctance to find that partial worthless- 
ness has been proved so long as the debtor corpora- 
tion is doing business and is not in receivership.*" 
Furthermore, if the indebtedness was scaled down by 
the reorganization, the new obligations may be col- 
~ ® Rockford Dairy, Inc., 26 BTA 501 (1932). 


* Henry R. Huntting, 32 BTA 495 (1935). 
31 See Citizens National Bank of Orange, 33 BTA 758 (1935). 
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lectible in full. Courts and administrative officers 
are not likely to overlook the fact that, since deduc- 
tions for bad debts are not subject to the limitation 
applicable to capital losses, the revenue would be 
much more seriously affected by the deduction of 
losses on corporate bonds as bad debts than by their 
recognition as cap.tal losses. 

Uncertainty is the dominant characteristic of this, 
as of so many other branches of federal tax law. 
That is perhaps the inevitable result of a process of 
evolution by opportunistic decisions made by a be- 
wildering variety of administrative and judicial officers. 


The Undistributed Profits Tax—Effect 
on Business Life Insurance 
(Continued from page 599.) 


result of this has been to paint the picture of life 
insurance cost as black as possible, and the fact that 
this assumption cannot be relied upon is precisely 
why life insurance is purchased. Should death occur 
the corporation instead of a cost item will have a 
non-taxable profit as indemnity for the loss of the 
insured to the corporation. The earlier the death, the 
greater will be the loss to the corporation because 
of loss of the insured’s services, but by the same 


token the greater will be the offsetting life insurance 
profit. 
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Court Decisions 


(Continued from page ols.) 


includible in decedent’s gross estate, but that the Board 
erred in including the property at the full value in fee 
simple at the date of decedent’s death in 1930. [From the 
opinion:] “Quite obviously a statute cannot be upheld 
which imposes a transfer or estate tax beyond the full value 
of the estate transferred. Where the deceased had an 
estate less than the fee simple, an estate tax may not be 
levied on the value of the fee. * * * Under no theory 
can it be said that the husband’s interest in this property 
at the time of his death was the full value of the real estate. 
* * *” U.S, Circuit Court of Appeals, Seventh Circuit, 
in Nellie B. Bowers, Admrx., Estate of John O. Bowers, De- 
ceased v. Commissioner of Internal Revenue. No. 6135, Oc- 
tober Term 1936; April Session, 1937. 


Estate Tax—Time to File Suit—Interest after Retro- 
active Reduction in Rates.—The provisions of Section 156 
of the Judicial Code that suit must be begun within six 
years from the time the cause of action arose are inap- 
plicable to suits for recovery of estate tax, the time for 
filing suit being governed by Section 3226, R. S. Siegel 
et al. v. U. S. followed. 

No interest is allowable on refund of estate taxes where 
the amount of the taxable net estate as determined by the 
Commissioner is in excess of the amount reported on the 
estate tax return, the refund, therefore, being based solely 
upon the retroactive reduction in estate tax rates in Section 
325 of the 1926 Act, which provided that no interest be 
allowed on overpayments by reason of the change in rates. 

-U. S. Court of Claims, in Helen De Wolfe Morgan and 
lohn W’. Morgan, Exrs., Estate of George F. Morgan, De- 
ceased v. United States. No. 42535. 


Estates—Administration.—Although decedent’s father 
died in November, 1927, it is held that none of the income 
of his estate was distributed to or received by the decedent 
beneficiary during 1928 or 1929, during which period the 
father’s estate was in process of administration and set- 
tlement. The father’s estate was a separate tax entity 
whose income during 1928 and 1929 was found to have been 
exceeded by the allowable deductions.—U. S. District Court, 
Western Dist. of Missouri, Western Division, in Louis 
P. Blosser and Mercantile Commerce Bank & Trust Co., Exrs., 
Estate of Georgia B. Blosser, Deceased v. United States. (Two 
Cases.) Nos. 9312, 9447. 


Estates and Trusts—Evidence of Creation of Trust.— 
The evidence did not substantiate taxpayer’s contention 
that a gift to her of certain property with an expressed de- 
sire that taxpayer care for her niece, created a trust with 
the niece as beneficiary. The entire income from the prop- 
erty was taxable to taxpayer for 1919.—U. S. Court of 
Claims, in Kathryn J. Cooper v. United States. No. K-5. 


Excise Tax—Mechanical Refrigerators—Who Is “Manu- 
facturer” or “Distributor.”—The taxpayer was not a “manu- 
facturer” or “producer” of mechanical refrigerators so as 
to be liable for tax under Sec. 608, 1932 Act, where it 
contracted with the low bidder, to purchase completed 
refrigerators, even though it paid a third party direct for 
freezing units which were installed in the cabinets by the 
low bidder before delivering them to the taxpayer. (This 
procedure was adopted because the units on which the bid 
was based proved unsatisfactory, and the bidder was un- 
able to finance the purchase of the units from the third 
party.) The fact that some of the units were placed in 
the cabinets by the taxpayer after the units and the cabinets 
had been received in its warehouse did not make it a 
manufacturer because (1) the operation was trivial and 
(2) it was acting as agent for the low bidder. 

\tfrming District Court decision.—U. S. Circuit Court 
of Appeals, Eighth Circuit, in United States of America 7. 
Gamble-Skogmo, Inc. No. 10801. May Term, 1937. 


Excise Tax—Oil Transported by Pipe Line.—Movement 
of taxpayer’s petroleum from its own refinery storage 
through pipe lines, owned by taxpayer and situated on its 
property, to vessels at the taxpayer’s wharf, is held to 
constitute a taxable movement of petroleum.—U. S. Dis- 
trict Court, Eastern Dist. of Louisiana in Pan-American 
Petroleum Corp. v. Rufus It". Fontenot, as U. S. Acting Col- 
lector of Internal Revenue, District of Louisiana. No. 835. 
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Exemptions—Compensation of State Officers and Em- 
ployees.—The fixed statutory salary of the counsel for the 
County Clerk of Kings County, New York, is held tax- 
exempt under Art. 643 of Reg. 77, inasmuch as he was a 
state “official” whose work was “essentially governmental.” 

Affirming Board of Tax Appeals decision, 34 BTA eg 
U. S. Circuit Court of Appeals, Second Circuit, in Guy 7 
Helvering, Commissioner of Internal Revenue v. Hector Mc 
Gowan Curren. 


Exemptions—Compensation Paid by State—Attorney.— 
Taxpayer was appointed an attorney in the Department 
of Justice of the Commonwealth of Pennsylvania, assigned 
to the liquidation work of the Department of Banking, 
and paid from the assets of liquidated banks. Although 
taxpayer engaged in some private practice, his time and 
his work in the Department of Justice was subject entirely 
to the control of the Attorney General. It is held that 
he was an employee of a political subdivision and his com- 
pensation therefrom was exempt from tax. 


Reversing Board of Tax Appeals decision, 34 BTA 956.— 
U. S. Circuit Court of Appeals, Third Circuit, in Clarence 
M. Freedman v. Commissioner of Internal Revenue. No. 6327 
March Term, 1937. 


Fraud Penalty.—Where omission of income was large 
and involved several different items for each of the taxable 
years 1929 and 1930, it is held that taxpayer’s action in 
ascertaining his taxable income for those years was of such 
a reckless nature as to warrant assessment of fraud penal- 
ties of 50 per cent.—U. S. District Court, Western District 
of Kentucky, in William C. White v. United States of America 
Law No. 1772. 


Gift Tax—Exemptions—‘Future Interests.”—Terms oi 
certain irrevocable-trust instruments are held not to impart 
the attributes of future interests to the interests taken by 
the beneficiaries (children of the grantor) so as to preclude 
the exemption of $5,000 with respect to each gift in com- 
puting net gift—U. S. District Court, Dist. of Massachu- 
setts in, Harry E. Noyes v. Thomas B. Hassett, Former 
Collector. Law No. 6734. 


Gift Tax—Gift of First Liberty Loan Bonds.—Where 
First Liberty Loan Bonds, due June 15, 1937, were trans- 
ferred by petitioner to members of his family as gifts, such 
bonds containing an express provision exempting them 
irom “all taxation, except state and federal estate and in- 
heritance taxes,” a gift tax was properly assessed under 
Sec. 501 of the 1932 Act since a gift tax is an excise tax 
upon the transmission of property and not a direct tax on 
property as such. Dissenting opinion filed. 

Affirming Board of Tax Appeals decision, 34 BTA 641.— 
U. S. Circuit Court of Appeals, Tenth Circuit, in Lawrence 
C. Phipps v. Commissioner of Internal Revenue. No. 1491. 
\pril Term, 1937. 


Improper Accumulation of Surplus—1924 Act.—Upon the 
facts, it is held that the taxpayer, a lumber company, was 
not availed of in 1924 for the purpose of preventing the 
imposition of the surtax upon its shareholders through 
the medium of permitting its gains and profits to accumu- 
late instead of being divided or distributed.—U. S. District 
Court, Southern Dist. of West Virginia, in Charleston Lum- 
ber Co. v. The United States of America. No. 3400. 


Income Accrued—Scrip Dividend—Unlawful Contracts— 
Commissions.—Where a contract for services rendered 
prior to March 1, 1913, had a capital value on March 1, 1913, 
in excess of what has been received under it, royalties 
received therefrom in 1919 are held not taxable income. 
Scrip dividend received in 1918 but payable one year later 
is held income in 1918. Premiums received by an individual 
for writing insurance contracts later held to be unlawful 
were nevertheless taxable income. Commissions received 
in 1919 for endorsement by an individual of notes issued 
by a company of which he was a stockholder were taxable 
income. Court holds that it has jurisdiction where none 
of the issues in the instant case was involved in an earlier 
proceeding before the Board for the same year.—U. S. Dis 
trict Court, Southern District of New York, in Rufus L 
Patterson v. Charles W. Anderson, Former Collector of In- 
ternal Revenue. Law No. 59-270. 








